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profitability of government contractors. Management information, based on accurate and
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tederal program decisions. The federal government's policies regarding the profitability of
government contractors can benefit from improved management information.

The most visible evidence that such improvements are needed is the current debate over
whether profit policy ohjectives are being achieved. There is presently no legislatively
mandated requirement to evaluate the extent that profit policy goals are being achieved and
past executive branch profitability studies attempting to do this have been challenged
because of their limited scope and differing analvtical methodology.

The government should develop a systematic method of measuring the effect of its profit
policies. This report explains why a structured and consistent profit reporting program is
needed and offers draft legislation for the Congress to consider in establishing such a
program.

Some have recommended that legislation mandating profitability studies be delayed pending
resolution of issues of what are the best measures and criteria to use in studying contractor
profitability. We believe that legislation need not be delayed while such details are debated.
The issues which need to be addressed fundamentally deal with implementation and can be
addressed by the Administrator of the Profit Reporting Program, with assistance from our
office and others during the regulatory process. We are currently working with
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We are sending copies of this report to the Chairmen. Joint Economic Committee, Senate
Committee on Governmental Affairs, and House Committees on Banking. Finance and Urban
Affairs and Government Operations; the Director, Office of Management and Budget: the
Secretary of Defense, and the Administrator of General Services.

Ol A ik,

Charles A, Bowsher
Comptroller General
of the 1Tnited States



Overview

Historically, the Congress has expressed concern about profits received
by government contractors. With government prime contract awards
currently amounting to about $200 billion a year and a significant
amount of it being done with no or limited competition, the concern
shows no sign of abating.

Profit Studies Demonstrate
the Need for Consistent
Recurring Profit Policy
Evaluations

Over the past two decades, the Department of Defense (DOD) has made
several ad hoc studies to assess how its profit policy is working to
achieve profit levels that are equitable to industry and provide sufti-
cient incentive to invest profits into capital facilities.

To date, these profit studies have plaved an important role in shaping
pan's profit policy. For example, pob implemented the recommendations
in its Profit '76 Study to induce contractors to invest in capital facilities.
0oD's profit policy rule is based on its latest study, the Defense Financial
and Investment Review {DFAIR). Results of the studies produced some
controversy because they used inconsistent methodologies and volun-
tary contractor participation.

Framework for a Profit
Reporting Program

G:A0’s report on DFAIR recommended more trequent and consistent profit-
ability studies. With this report, GAo is providing the framework for a
profit program that would require:

a consistent and appropriate analytical methodology to evaluate
profitability,

a means for systematically establishing the integrity of the studies and
the reliability of contractor-furnished data. and

mandatory contractor participation.

Specifically, Gao 1s recommending legislation to require major govern-
ment contractors to annually report financial results to an Administra-
tor designated by the President, which it believes should be the Office of
Federal Procurement Policy. The proposed legislation also defines the
criteria tor determining which companies will be subject to reporting
requirements. The propnsed legislation, which would create the Profit
Reporting Program. is in appendix I1.
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Overvien

Comments on the Profit
Reporting Program

In November 1986. Gao issued an exposure draft for general comment,
outlining its proposal for a program to study the profitability of govern-
ment contractors.' Federal agencies, all contractors potentially affected
by the proposed program, and others were asked to provide written
comments on the draft. Comments were also requested from any petrson,
company, association, or government agency with opinions on the pro-
posal. Forty one responses were received. (Respondents are identified in
app. L)

GA® has considered all comments and has revised its original proposal to
accommodate some of the views expressed. However, contractors and
agencies remain opposed to the Profit Reporting Program. Their con-
cerns and GA0's views are discussed below

Points raised by respondents were that:

Continuation of oo ad hoc studies of contractor profitability would be
adequate to meet the needs of the government.

have been adequate. The studies were not done in a consistent fashion
with mandatory contractor participation. Further, the studies focused
on the profitability of pon contractors only. GAO believes the studies
should include all major government contractors and the profit policies
of all buying agencies that affect their profitability.

The benefits to be derived may be outweighed by the costs to implement
and operate the program.

Ga’s proposal is designed to build upon and improve the methodologies
DoD used to perform Profit "76 and DFAIR. The proposed program will
also provide more frequent, and consistent data which should improve
profit policy formulation. Because the proposed program requires less
data than prair, the cost of individual studies of the type GA0 is propos-
ing should not be unreasonable

The federal government’s ability to protect individual company proprie-
tary information is questionable.

"Government Conttacting A Proposal for a Program o Study the Profitability of Government Con-
tractors {GAMLNSTAD-RT-46 Nov 19846
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Overview

Previous experience with the government having access to senhsitive con-
tractor data convinces GAO that data can be protected and the proposal
includes limitation on access and penalties for disclosure. Gao believes
that this, coupled with the requirements for protection of proprietary
data, is adequate to protect the contractor's business data

According to some respondents, implementation type questions should
be answered before profit reporting legislation is presented to the Con-
gress. To do this, one respondent suggested a multiagency team to brain-
storm program details and process.

GAUO's legislative proposal builds on prior boD studies which have had the
benefit of significant input by agencies and contractors. The basic
approach is not new. The Profit Reporting Program Administrator can.
with the assistance of any parties deemed essential, study and resolve
the “how to” details during the regulatory process. Further discussion
of the comments on the Gao proposal and 5A0’s evaluation of those com-
ments can be found in appendix V.
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Chapter 1

Introduction

There is a long history of concern about profits earned on government
contracts, particulariy during wartime. Contract prices should allow
contractors to recover their costs and provide a reasonable profit to
compensate tor investment, risk, and effort. However, concern with
excessive profits has periodically prompted the Congress to legislate
price ceilings, excess profit taxes, and renegotiation of contract prices.

Post performance renegotiation of contracts was for more than 25 vears
the prevailing method of profit control. The Renegotiation Act became
inapplicable to contracts after September 30, 1976, and bills to reinstate
various forms of renegotiation have been introduced but not passed in
later Congresses. Today no statutory guidelines exist for comprehen-
sively addressing government contractor profits on negotiated contracts.
Rather, contractor profitability has been recently evaluated by infre-
quent and inconsistent studies of profit data voluntarily provided by
contractors. These studies have been used to evaluate whether the
Department of Defense (poD) is successfully applying its structured
profit policy. However. even though basically the same large companies
are annually negotiating contracts valued at billions of dollars with fed-
eral civil agencies, similar studies have not addressed the profit policy
goals of agencies such as the National Aeronautics and Space Adminis-
tration, Department of Energy. and the Department of Transportation.

Our evaluation of the Defense Financial and Investment Review (DFAIR),!
the latest poD study, concluded that better information could be
obtained if profit studies were regularly performed, based on data pro-
vided by specified contractors, and apply¥ing consistent analytical meth-
odology. In that report. we recommended that the Congress consider
legislation establishing a program for mandatory reporting of profitabil-
ity on contracts negotiated with the federal government. This report
provides a framework for a mandatory profit reporting program cover-
ing all government business.

'Government Contracting Assessment of the Study of Defonse Contraetar Profitability (GAOQ
NSTADLST -5t Dhe 27, 1855,
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Profit Policy—A
Means of Rewarding
Contractors and
Modernizing Industry

{hapter 1
Introduction

The federal government awarded prime contracts valued at about $200
billion for fiscal year 1985. Of this amount, 82 percent, or almost $164
hillion were for defense. The preferred method of procurement for the
federal government is full and open competition because the competitive
forces of the marketplace are assumed to result in fair and reasonable
prices. However, the majority of dollars the government spends, particu-
larly for defense and space exploration, are for complex, nonstandard
items which do not lend themselves to tull and open competition, and
must, therefore, be purchased without competition as the ultimate
determinant of price. This means the government cannot rely on the
marketplace to produce prices that are reasonable. To assess the reason-
ableness of a proposed contract price in a noncompetitive environment,
the government buyer must analyze the validity of the contractor's pro-
posed costs and reach agreement on the rate of profit. Government con-
tracting officers employ a number of analytical techniques—such as
cost and price analysis, audit, and weighted guidelines—to help them
arrive at prices that they consider fair and reasonable.

It is in the government's interest to offer contractors opportunities for
profit sufficient to ¢ 1) stimulate efficient contract performance, (2) not
discourage compantes from seeking government business, and (3)
promote investment to enhance productivity, and provide for an ade-
quate industrial base that will allow a quick buildup of defense items in
case of emergency.

pap implements its profit policy through the use of the weighted guide-
lines method—a technique for computing an overall profit. Generally,
government negotiators are directed to use profit objectives when nego-
tiating a contract. Under weighted guidelines. a profit objective is deter-
mined for several profit factors. The major factors used in determining
the overall profit objective for a contract are (1) profit for performance
risk, (21 profit for contract type risk, and (3) profit for investment. The
sum of the profit objectives for these factors, plus cost of money, repre-
sents the overall profit objective for a contract. Federal regulations
require that structured approaches be used by the Department of
Energy. National Aeronautics and Space Administration, and other civil-
lan agencies, To determine how effectively negotiation and contract per-
formance have achieved profit policy goals, measurements of the results
of these policies are necessary.

Although profitability studies have not been completed by civil agen-
cies, studies have been performed by pob and the services to determine
the eftect of profit policy. However. such studies are not required by
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Objective, Scope, and
Methodology

Chapter |
Introduction

law or regulation. have not been performed at predetermined intervails,
have been based on data volunteered by contractors, that has not been
verified by the government, and have not been consistent in what ele-
ments of profitability theyv measure and how they measure them. As a
result. the same type of data has been the basis for differing conclu-
sions. The conclusions have caused changes in profit policy, some of
which have resulted in DD paying out more profits than intended; thus,
other major profit policy changes, such as increasing the potential profit
for investment and decreasing the profit objective for contractor’s cost
were considered The effect of profit policy is not routinely evaluated
based on consistent criteria. and the result of policy changes on industry
is unknown until the next study is completed and 1ts results analyzed
and reported.

Our objective was to develop a means of routinely providing federal con-
tracting officials and other government offices with aggregated and ana-
Ivzed contractor financial and etficiency data to help them assess the
effectiveness of government profit policy.

To carry out this objective we assembled a task force of evaluators and
subject area experts. The task force drafted a framework for a Profit
Reporting Program ( PR} and forms for reporting contractor financial
and statistical data that we considered essential to implement the pro-
gram. We presented a proposal for a profit reporting plan to a group of
consultants. The consultants, comprised of individuals with years of
high level organizational experience in both the government and private
sector, recommended changes to our approach which were incorporated
into our tframework and forms.

We reviewed the history of congressional concern with contractor prof-
its, emphasizing legislation passed to address the issue and committee
reports highlighting specific concerns. We also reviewed prior studies of
contractor profitability performed by oD, the services, and our office.

We selected a comprehensive grouping of interested parties to consult on
our proposal. The group included:

24 of the top defense contractors (in terms of dollar value of total prime
contract awards in fiscal year 1985 );

5 industry associations;

13 procurement. regulatory, and statistical agencies within the federal
government;
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a Federally Funded Research and Development Center;

the accounting firm that assisted DOD in its DFAIR study;

a private consulting firm; and

the American Institute of Certified Public Accountants {CPAs).

We discussed our framework and reporting form with 22 of the contrac-
tors, and all of the other agencies and businesses we contacted. The com-
ments and opinions of the people we visited were presented to and
discussed with the rask force, and significant changes were made to
both the proposed PRP framework and the reporting forms. Appendix [
lists the offices we visited and our consultants.

Our review was performed in accordance with generally accepted gov-
ernment audit standards between February 1986 and July 1987.

Page 11 GAO. NSIAD-87-175 Profitability Reporting Program



Chapter 2

A History of Government Concern With
Contractor Profitability

Contractor Profits
Have Been a
Congressional Concern
for Years

Concerns over the level of profits government contractors earned are as
old as the Nation. The Congress and the executive branch have
responded to charges of contractors’ unreasonable profits with a succes-
sion of laws, regulations, mnvestigating committees, and studies. Except
for the studies performed since the 190G0s, past initiatives generally
focused on limiting contractor profits by imposing profit ceilings or by
recovering what were deemed excessive profits through taxes or renego-
tiation of contracts. These initiatives did not address the question of
whether the governinent’s profit policies were effective or needed
adjustment.

The history of efforts to deal with the issue of government contractor
profits is important because it emphasizes the need for periodic studies
of profitability based on a mandatory profit reporting system. Under-
pinning our economic system is the concept of a free market that estab-
lishes a fair price to the buver and an equitable profit to the seller.
However, because of aberrations in the marketplace. such as an escalat-
ing demand for war materials or the inability to obtain competition for
many of the unique items which the government buys. the Congress,
over the years, has found it necessary to address allegations of excess
contractor profits Congressional actions have included legislation which
set prices, limit profits. and tax excessive profits or authorize the gov-
ernment to recover profits deemed excessive through renegotiation of
contracts. These measures were generally taken without adequate infor-
mation because it was not available.

Early Legislation Focused
on Control of Profits
Through Excess Profit.
Taxes and Price Fixing

Before World War I, the Congress made no sustained attempt to regulate
the profits of arms manufacturers, perhaps because there was no per-
manent arms industry. Until the Navy authorized shipbuilding in the
early 1880s. the Army and the Navy purchased very little in peacetime.
Although legislation relating to bribery. corruption, and fraud in govern-
ment contracting date to the Civil War, nothing was done to comprehen-
sively regulate profiteering.

The Congress enacted legislation in 1897 to fix the price of armor plate
for the Navy's ships. However, manufacturers refused to bid at that
price. so when the Spanish-American War broke out in 1898, the law
was first amended ro1ncrease the price and subsequently repealed in
1901,
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Chapter 2
A History of Government Concern With
Contractor Profitability

During World War I the government attempted to control prices by insti-
tuting cost-type contracts and administrative price fixing of raw materi-
als. Two successive excess profits tax laws passed in 1917 and 1918
were more successful. However, while yielding substantial revenues,
only certain types of “excess” profits were covered and the taxes were
too inflexible and too low to effectively limit profits, according to sev-
eral congressional committees and other experts on the subject.

Between World Wars [ and I, American industry was publicly criticized
for taking in unreasonable profits during World War 1. Some 200 bills
and resolutions dealing with limits of wartime profits were introduced
in the Congress. The Vinson-Trammell Act of 1934 limited profits on
naval ship and aircraft contracts to 10 percent of the total contract
price, and was later extended to Maritime Commission controls for
merchant ships. and to Army aircraft contracts. with 12 percent profit
allowed on aircraft.

Senator Gerald Nye's Committee was at work in the mid-1930s to inves-
tigate the munitions industry. The Committee noted that the War and
Navy Departments had practically no information on the costs of war
production or on profits, making it hard for contract negotiating officers
to evaluate estimates from industry.

World War II—More
Legislation

With the war’s outbreak in Europe and the rising defense procurement
in the United States. the Congress passed the Excess-Profits Tax Act of
1940, mainly as a revenue measure. The act suspended the profit limita-
tions under Vinson-Trammell, which appeared to be impeding the place-
ment of defense contracts.

The Supreme Court said in 1942 in United States vs. Bethlehem Steel
Corporation:

1f the Executive 1s in need of additional laws by which to protect the nation
against war profiteering, the Constitution has given to Congress . . the power to
make rthem.”

[t was wartime, and the only legislation addressing excess profits was
through the tax laws. The Congress later passed the Renegotiation Act
of 1942 enabling the government to renegotiate the price on certain
defense contracts on which excessive profits were realized. Unlike the
suspended profit ceiling imposed by Vinson-Trammell which covered
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only ship and military aircraft contractors, this law extended profit lim-
its to war contracts generally. It led to the recapture of a reported $11
billion in excess profits, and expired when the war ended in 1945. With
the expiration and the repeal of the excess profits tax, the Vinson-
Trammell Act was reactivated and lett as the only statutory control
over profits.

The Congress passed the Renegotiation Act of 1948 to reinstitute rene-
gotiation on a limited basis. Vinson-Trammell was not applicable to con-
tracts subject to the 1948 act. For many years renegotiation was the
prevailing method for recovering excessive profits. Coinciding with the
involvement in Korea, the Renegotiation Act of 1951 created a Renegoti-
ation Board and extended the review of government defense contracts,
seen as too profitable, to contracts for the government civi! departments
and agencies and broadened the category of contracts not subject to
Vinson-Trammell. but did not repeal it. The controversial Renegotiation
Act was reauthorized repeatedly before becoming inapplicable to con-
tracts atter September 30, 1976. The Renegotiation Board did not
receive an appropriation in 1979 and ceased operation.

When the Renegotiation Board ceased operations, the Vinson-Trammell
Act once again became effective. The Congress abolished the peacetime
application of Vinson-Trammell in 1981 and provided that in wartime.
the President would have the discretion to set limits on contractor
profits.

The Congress Needs More
Accurate and Consistent
Cost Data

During the 1960s, the Congress took a hard look at contractor costs, par-
ticularly costs for large defense contracts, and passed two laws intended
to ensure better information on contractor costs.

Because of concern over some contractors inflating their cost estimates
and obtaining excessive profits, the Congress passed the Truth in Nego-
tiations Act of 1962, This act requires contractors to certify that their
cost or pricing data used in negotiating contracts are current, accurate,
and complete, and authorizes the government to recover any overcharge
artributable to defective data. Although the act’s effectiveness has been
questioned and its implementing regulations in DOD have been criticized.
Truth in Negotiations is clearly a useful tool for obtaining good data for
negotiations which in turn is used as a basis for determining individual
contract profit objectives.
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During the late 1960s, cost measurements applied to government
procurements by contractors were being severely criticized. The criti-
cisms centered on the contractors’ ability to use any generally accepted
method of determining costs. To build more unitormity and consistency
into cost accounting practices for government contracts, Public Law 91-
3789 was enacted in August 1970 creating the Cost Accounting Standards
Board. During its 10-year existence, the Board issued 19 separate cost
accounting standards that have made it possible to achieve increased
uniformity and consistency in cost accounting.

DoD procurement outlays for the Vietnam War peaked in 1968. the year
the Congress’ Joint Economic Committee and its Subcommittee on Econ-
omy in Government began investigating defense procurement and pub-
licizing cost overruns. The Subcommittee’s 1969 report. criticized the
ahsence of comprehensive profit reports and studies and the lack of uni-
form accounting standards. The report also asserted that “Perhaps the
most glaring fact about defense profits is that not enough is known
about them.”

In 1969, the pressures on the Congress to limit military spending and the
growing exasperation with what some members saw as Dop’s failure to
report accurate data on its costs, led the Congress to address these
155ues in the Armed Forces Appropriation Anthorization Aet for fiscal
vear 1970, We were directed by the act to make a study of the profits
made by defense contractors and subcontractors, The study was made
on a onetime basis and our report was issued in 1971,

Our study which measured profit as a return on stockholder’s equity,
found little difference between profits on defense work and on commer-
cial work for large defense contractors.

The study, also citing previous analyses performed by the Logistics
Management Institute, noted the concern expressed in congressional
hearings that contractor capital requirements had not been considered
In negotiating contract prices. Instead, profit objectives were being
developed as a percentage of expected costs, which after a period of
time would penalize investments in cost reducing equipment. We recom-
mended that governmentwide guidelines be developed for determining

Tietense Industry Profin Shdy (B 129886 Mar 17 197 1)

Page 15 GAO.NSIAD-87-175 Profitability Reporting Program



Chapter 2
A History of Government {'oncern With
Contractor Profitability

profit objectives that emphasized consideration of the capital invest-
ment required to perform a contract. The facility capital investment fac-
tor was first included in weighted guidelines as a result of the pon Profit
Th Study.

Present Situation

Today, there are no statutory standards to directly regulate government
contractor profits, except to a limited extent on an individual contract
basis.® The discontinued operation of the Renegotiation Board and the
peacetime repeal of Vinson-Trammell, have further reduced the oppor-
tunities for the government to control defense contractor profits. The
determination of profit policy, therefore, is primarily left to the agencies
to address administratively and efforts to tund the operations of the
Renegotiation Board by some members of Congress have not been
successtul.

Some of the initiatives for determining and regulating government con-
tractor profits that evolved over the yvears were clearly necessary and
have been useful. The law establishing cost accounting standards and
the Truth in Negotiations statute were major initiatives. However,
except for profit studies made since the 19605, none of the previous ini-
tiatives, either individually or collectively, addressed the question of
whether the government’'s profit policies were working as intended.

Profit Studies

Broad studies of profitability on government contracts can be used to
determine if profits on government business are in line with the goals of
government profit policies. Studies ¢an also be used to find out whether
profitability on government contracts is comparable with commercial
contractors for similar goods and services. The aggregate profitability of
contractors supplying goods and services primarily to civil agencies of
the federal government has not, as far as we can determine. been stud-
ied. However, the profitability of defense contractors has been the sub-
Jject of several stndies. Such studies have provided valuable data and
information on this complex and sensitive issue. However, the studies
have been based on data not verified by the government, volunteered by
contractors willing to participate in the study, and that has been ana-
Iyzed using various methodologies, As a result, study conclusions have

SCost-plus-frxed-tee conrracrs are limited to 4 15 pereent fee on cstimated oosts for experumentil.
development of rescarc b work and 10 percent for other types of worke Cost-plus-meentive-fee and
vostplus-award-tee contents are sinuliaely: hmived but the tmnts mas, be wiased Fees For anchimect
CNgineering sery ces are nted B 6 peereent of the estimated cose
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been inconsistent and the results have been criticized because of the
inconsistent or inappropriate methodologies that have been used.

During the 1960s pop contracted with the Logistics Management Insti-
tute to study the profitability of defense contractors. Also following our
congressionally mandated study in 1971, four separate studies were
made, two by DOD—Profit "76 and DFAIR, one by the Air Force Systems
Command. and one by a consultant for the Navy. All the studies com-
pared the profitability of government work to commercial work and
some resulted in changes to DoD's profit policy

Inconsistent Study
Methodology Produces
Different Profitability
Conclusions

Profitability measures derived from aggregated financial data supplied
by government contractors have produced different conclusions,
depending on how the measures were calculated and what time period
was analyzed. For example, bFalr concluded that between 1970 and
19749 the return on assets {Roa) for defense contractors on defense work
was approximately the same as the roa earned by durable goods manu-
faucturers: from 1980 to 1953, defense contractors’ Roas were higher. If
DFAIR had subtracted government progress payments from the asset base
to compute the rRoA, as pob did for Profit "76, it would have concluded
that between 1970 and 1979 defense contracting was 35 percent more
profitable than commercial manutacturing, when defense contractors
and commercial manutacturers earned roa of 19.4 percent and 14.4 per-
cent, respectively. From 1980 to 1983 the profitability gap increased as
defense contracting became about 120 percent more profitable, earning
23.3 percent koA versus LG percent for commercial manufacturers.

Data from the defense studies covers a 15-year time frame which is
enough time to identify profitability trends. However, because criteria
and methodology for the studies have been inconsistent, and because the
maost recent studies have not built upon earlier studies, trends cannot be
determined. A review of the four recent defense studies highlights the
differences.

Each study covered a different sample of government contractors with
no standard criteria for their selection.

Each study used a different method to analyze contractor profitability.
The two most comprehensive studies, Profit "76 and DFAIR, were based
on data not veritied by the government and volunteered by contractors.
A significant number of contractors refused to participate in either
study and several provided data that were not usable.
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Profit Studies and
Profit Policy Changes

Each study was performed on an ad hoc basis and the length of time
between studies varied.

For the Navy study. annual financial reports were used to determine
profitability. Although these reports are intended to inform the invest-
ing public, they are not adequate for profitability studies because gov-
ernment business segments are not consistently defined.

All these differences have contributed to a problem in establishing a
reliable data base from which to observe profitability trends and make
profitability comparisons. A high degree of consistency is needed if
profit studies are to be used to consider whether profit objectives have
been met and whether profit policies should be revised

Although the four defense studies conceptually used many ot the same
analytical ratios to compute profitability, the components of the ratios
were not always the same for each study. Appendix VI highlights the
different profitability measures used and the conclusions reached on the
relative profitability of government versus commercial work.

As a result of Profit 75, poD added a new incentive to its profit policv—
making cost of money an allowable cost and adding a percentage of the
total profit objective for contractor investment 1n facilities capital. To
ensure that the addition and the concurrent introduction of Cost
Accounting Standard 414 would not result in increased profit levels, pon
reduced the objective allowed for cost related policy elements. pop
increased the share of the total profit objective for facilities capital in
1980, However. 1t did not make further offsets to profit objectives based
on cost. The result could cause an unintended increase in total profits of
$1.4 billion in 1 year This problem was not confirmed until DFAIR was
completed. puD is planning to introduce major changes to its profit policy
in 1987, which should significantly increase the total profit objective for
investment and greatly reduce the amount of profit based on cost. The
new policy is also intended to reduce overall profit levels Because non
does not have a program to routinely evaluate the effect of profit policy
changes, the results of these changes will probably not be known until
the next ad hoc study is completed or a study is performed under our
propused program

Conclusions

Profits earned on government contracts have been and probably always
will be a subject of interest to the Congress, the President, and the
American people. History suggests that such interest has increased as
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pob expenditures have grown. This interest centers on the defense
industry because it consumes such a large share of the total federal pro-
curement dollars; however, profitability of civil agency contractors is
also important. Profit ceilings have been removed from the Vinson-
Trammell Act, and the Renegotiation Act became inapplicable to con-
tacts after September 30, 1976. reducing government awareness of con-
tractor profitability. Although recent profitability studies have provided
some information on the effectiveness of nop's profit policy, performing
such studies on a recurring basis is not required. If various government
agencies study profitability at varying times using diverse methods, the
results of the studies will be subject to varying interpretations and mis-
understandings. The studies should be based on a consistent criteria,
and the data provided for the studies should be verified. We believe it is
feasible and desirable to statutorily require periodic profitability studies
that

provide reliable data to monitor contractor profits and investment;
provide a basis for reliable comparative studies, both historical and
inter-industry; and

establish a reliable basis for modifying profit policies as required.
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Framework of PRP

The proposed pre will allow the government to gather data and study
vontractor profitability on a regular and consistent basis for the first
time. PRP would require the minimum amount of data and analysis
needed to study profitability pertinent to government business. In con-
figuring prp, the requirements of previous profit studies and the capabil-
ity of the companies to provide the data and the costs of providing such
data were considered.

Under PRP, the government contractors which meet the criteria will be
required to submit annual financial and statistical data to a central gov-
ernment ntffice for the purpose of

studying levels of profitability and efficiency of the compames and com-
paring their profitability to companies in the private sector which pro-
vide similar goods and services;

reporting the results of the studies to the President of the United States,
the Congress, and heads of executive agencies;

providing indications when changes to the profit policy may be needed;
and

recommending to procuring activities within executive agencies, changes
needed in profit policies to achieve stated objectives

In addition, Prp will serve to increase publiv trust and confidence in the
government's procurement svstem,

The costs of PRP are unknown at this time for several reasons as dis-
cussed on page 29. [t 1s anticipated that most of the data required will
be available from many companies existing financial reporting systems.
We believe added costs would be a onetime set-up cost. Also, data
requirements, which many company representatives said affect costs,
are substantially less for PRP compared with DFAIR and other profit stud-
ies. We believe that in the long run PRy costs will be reasonable com-
pared to the benefits—ensuring implementation of profit policies that
are designed to provide adequate profits to contractors and to minimize
the costs of the gouds and services procured by the government.

The rrpe structure is contained in the dratt pre bill. (See app. 111 It would
require the President to appoint an Admunistrator to implement the pro-
gram. Our proposal defines the principal responsibilities of the Adminis-
trator. contains eriteria for determining which companies will be subject
to PRP. and sets forth other essential requirements of the program.
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Administration and
Regulation of PRP

Our proposal would require the Administrator to establish a uniform
svstem for collecting company data, analyzing it, and reporting on the
results of the analyvses. Companies receiving awards or payments from
the federal government on negotiated contracts for which certified cost
and pricing data was required and which totaled $50 million or more in
2 consecutive years will submit financial data at the segment’ level to
the Administrator.

The Admimstrator will do a study at least once every 3 years on the
profitability and investment of companies using various ratios. The
Admunistrator will issue a report to the President, the Congress, and the
Comptroller General by December 31 of each year. The reports will con-
tain the resulrs of studies from the preceding year, recommendations to
revise or develop profit policy when necessary. and actions taken in
response to previous recommendations. The Administrator is required to
keep all company data confidential, that is. no company specific data is
authorized to be disclosed.

Our propnsal cantains several provisions to ensure the reliability of the
company data and profitability studies. One provision would require the
companies’ independent Cpa to submit a report to the Administrator. The
Administrator is authorized to review the companies’ supporting
records and CPa working papers. The Comptroller General would be
authorized to review and evaluate the profitability studies and ali sup-
porting records and documents as needed.

The Administrator would be permitted to arrange with another govern-
ment activity or to contract for assistance in carrying out PRp functions.

Our propnsal does not define all the data needed to do the studies.
Rather, 1t authorizes the Administrator to prescribe the precise informa-
tion required for the analysis.

The President will initiate PRp by designating an Administrator to imple-
ment PRP. The Administrator will be responsible for issuing rules and
regulations to administer and regulate the program. Among these. the
Administrator will need to establish safeguards to protect the confiden-
tiality of company data as provided in the draft bill. The Administrator

"egments are dehned as a divsion, product depaiment. plane, or other subdivisions of a company
usnally identified sith responsibility for profits or producimg a product ar service A company thar s
not subdiided into segments will be considered as a segment Segments for the putpose of PRP are
busedd on the criteria des eloped by the Cost Aciounting Standards Beard.
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can, when deemed appropriate, revise the company dollar reporting
threshold, exclude certain classes of companies, and exempt company

segments from reporting.

Who Should Administer
PRP?

The PRP functions could be performed by each executive agency that
buys goods or services or performed by one of several other government
activities. However, from the standpoint of uniformity and consistency
of the studies centralized administration of prp should be more efficient
and effective. Having one organization responsible for the studies pro-
vides the additional advantage of a single point of contact for the com-
panies to deal with and should minimize the opportunities for
unauthorized disclosure of company darta.

Consideration should be given to delegating PRrp responsibilities to the
Office of Federal Procurement Policy within the Office of Management
and Budget. The Office of Federal Procurement Policy is responsible for
formulating procurement policy for all federal agencies and can demon-
strate an independent attitude in evaluating profit policy because it does
not award contracts for goods or services.

We discussed implementation ol PRP with representatives of some gov-
ernment activities that collect. process, and publish statistical data
obtained from the private sector. These included the Federal Trade
Commission. Bureau of the Census, Bureau of Labor Statistics. and the
Bureau of Economic¢ Analysis. Representatives of these agencies stated
they would not want to be responsible for implementing PR because it
would not be compatible with their mission. We have no opinion as to
whether prP would adversely affect the agencies’ missions. However, if
it is found that missions are not affected, we believe it may be feasible
for one of these activities to assist the Administrator in collecting or
processing data reported by the companies.

Ensuring Confidentiality
of Company Data Is
Important

Disclosure of company specific data could seriously affect the competi-
tive or other advantages that a company may enjoy. Confidentiality or
protection of data is a major concern. Under PRp, access to company data
will be limited to the Administrator (or agent of the Administrator) and
the Comptroller General. PR prohibits any officer, employee, or contrac-
tor of the Administrator or our office from disclosing any company spe-
citic data to any individual or establishment not specifically authorized
by the Prp Act tNee app. 11.) This prohibition is intended to include all
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branches of the federal government. Penalties of fines or imprisonment
or both are imposed tor unauthorized disclosure ot data.

The Administrator will be responsible for ensuring that adequate safe-
guards are established and maintained over the data received and files
created from the data

Strong measutes are needed to ensure industry its data will be pro-
tected. Confidentiality provisions in the earlier DoD studies prohibited
disclosure of specific company data. For specific government agencies
authorized in the bill, PRP expands access to both government and com-
mercial data for reportable segments doing government business. The
bill provides enhanced protection to industry against disclosure of their
sensitive financial information.

Administrator May
Regulate the Number and
Type of Companies and
Segments That Will Be
Required to Report Data

['nder our proposal, companies would be subject to prP if they were
awarded or received payments of $50 million on qualifying government
contracts for 2 consecutive years. Qualifying contracts are those negoti-
ated fixed price and cost reimbursable contracts for which certified cost
and pricing data were required. Companies would continue to be subject.
to PRP until payments on qualifying government contracts dropped
below the threshold tor 2 consecutive vears.

For purposes of determining whether companies meet the coverage cri-
teria. the value of subcontracts awarded on the basis of certified cost or
pricing data are not to be included. However, companies which other-
wise meet the coverage criteria must submit for the prp financial data
on the subcontracts they receive. The value of qualifying contracts rep-
resenting foreign military sales is to be considered when determining
whether companies meet the coverage criteria if the items are pur-
chased by the U5, government and are intended for resale to a foreign
government. Other contracts negotiated directly by foreign governments
are not to be considered when determining whether companies meet the
coverage criteria, but companies must submit financial data on these
contracts if they otherwise meet the coverage criteria. (See app. IV.)

Two very important items to be considered when selecting a reporting
sample are: (1) ensuring that, in terms of total dollar value, a significant
amount of the government's prime contract awards are included and
i2) including the companies that are annually negotiating the largest
contracts or receiving the largest payments on prior year negotiated
contracts, To ensure adequate coverage, the PR studies should be based
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on at least 60 percent of the dollar value of the annual prime awards
from defense and civil agencies. However, the administrator should
decide on the specific number of companies required to report segment

data.

An analysis of fiscal year 1985 procurement data showed that 133 com-
panies. including over 905 segments, received $50 million or more of
gualifying government contracts trom defense and civil agencies. These
companies accounted for about 63 percent ot the total prime contracts
awarded. A reporting threshold of $50 million includes approximately
the same number of companies requested to provide data for prior pon
studies. The Administrator is authorized to revise the $50 million
threshold it deemed appropriate, which will result either in an increase
or decrease in the number of covered companies. The Administrator's
only restriction is that the number of companies reporting must account
for at least 60 percent of the total doliar value of the prime contracts
awarded.

The Administrator also has the authority to exclude certain companies
based on types of organizations or types of products or services pro-
vided. For example, these could be foreign companies, nonprofit compa-
nies, or manufacturers of products whose prices are set by law,
regulation, or whose prices are based on competitive market conditions.

Further. not all company segments need to report, Company segments
that do only commercial work are not reguired to report. Companies can
also request a waiver from the Administrator to exclude a segment or
segments if the volume of government business for the segment is less
than 10) percent of the companies’ total government business.

The Administrator is authorized to exempt companies or grant waivers
to company segments only after determining that the exclusion will not
impair the results of the profitability studies. The Administrator should
also disclose in the annual reports, the companies or classes of compa-
nies exempted and segment waivers granted and the reasons for the

exclusions.

PIOfltablllty Analyses Companies subject to PRP are required to. submit selected income state-

. * ment and balance sheet data to the Admimstrator annually. The Admin-
RepOI’tmg, and Data istrator will analyze the companies’ profitability and certain elements of
Requirement.s efficiency. by performing studies and issuing profitability reports at
least once every 3 vears.,
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To ensure the reliability of the PRP data. the companies are required to
reconcile PRP data to their published financial statements, and have their
independent cPA firms provide assurance that the data is reliable, The
Administrator is authorized to review and verify the companies’ records
and examine the cpa’s working papers.

Profitability Studies

The PRP studies are intended to provide overall indicators and informa-
tion on how well the government’s profit policies are working. Based on
the financial data submitted by the companies ‘segments, profitability
under pre will be studied by computing RoAs and other ratios as the
Administrator deems appropriate. For example, other analyses can
include the return on sales and capital-to-labor ratios. { A discussion of
the ratios and their use in measuring profitability and efficiency is con-
tained in appendix [V.) While we believe that analyses based on ROas
should be the principal measure used to analyze profitability, we recog-
nize that ROA may not be the most appropriate or may be somewhat mis-
leading when profitability comparisons of certain classes of contractors
such as service companies are made. Because the asset base of service
companies is much lower than manufacturing companies, the use of
return on sales may be more appropriate to analyze profitability of
these companies.,

Profitability studies will be performed at least once every 3 years. It is
also intended that each successive study will add to the previous study.
that is, the current study will include the data used during the earlier
study or studies. Studies based on cumulative data will help reduce the
effect of short-term fluctuations in profits and other economic condi-
tions that affect profits. Such studies should provide a reliable basis for
measuring segment profitability, making the profitability comparisons
described below, and evaluating the effects of profit policies.

Profitability data (ratios) will be aggregated for similar products and
comparisons of the companies’ profitability of industry groups made

under government negotiated cost and fixed-price contracts for which
certified cost or pricing data was supplied and with all of its other busi-
ness and

with profitability of companies in the private sector providing similar
goods and services.

The data will also provide a basis to study how well the government's
profit policies are working by assessing over time
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whether variations between levels of profitability are reasonable (see
part IV, app. IV}

how structured pricing policies ( for example. use of weighted guide-
lines) motivate company efficiency and the relative efficiency between
the companies’ government and other business (see part [V, app. [V):
the relationship of payment policy ( for example, progress payments)
and contract pricing (see part IV, app. IV): and

the companies’ capital investment and the relative investment between
the companies’ government and other business (see part V, app. IV).

In addition to the regular profitability studies. the Administrator is
authorized to make special studies as appropriate. These may include
studies by certain classes of products. companies, federal agencies. or on
the effectiveness of government financing techniques.

Administrator’s Annual
Reporting Requirement

The Administrator is required to annually submit reports identifying the
profitability studies and any other interim studies that may be made to
the President. the Cungress. and to the Comptroller General. As a mini-
mum, the reports should inctude t 1) actions taken under the Administra-
tor's authority to grant waivers or exclusions and ( 2) recommendations
for the executive agencies or the Congress to consider relative to profit
policies. The Administrator is not authorized to change profit policies.

The reports are to be issued no later than December 31 of each year.
Annual reporting is suggested because, even if a study was not done
during the preceding yvear, the Administrator may have raken actions or
made recommendations which would be of interest to the Congress. No
specific format tor the reports is defined under PrRP, but the Administra-
tor is required to assure that the reports will contain only aggregated
data and not disclose sensitive individual contractor data.

Company Financial Data
Reporting Requirements

Our proposal requires companies to report financial data for each seg-
ment in a manner that distinguishes between its government business
and all other business. The data submitted will include a reconciliation
with the financial statements filed with the Securities and Exchange
Commission or therr audited financial statement. This requirement will
ensure that the data submitted to the Administrator is based on the
companies’ financial svstems and is consistent with the companies
annual financial statements and that any differences are adequately
explained.
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Companies will report segment data separately for cost reimbursable
and fixed-price contracts and subcontracts, where certified cost or pric-
ing data is required and all other company business. For PRP, other busi-
ness includes commercial business and government sales which are not
based on cost or pricing data, such as catalog or established market
price items and sales under sealed bids and contracts awarded based on

price competition.

Income statement and balance sheet data should be broken out for each
contract tvpe and for the segments’ other business and include such
items as sales, cost of sales, net operating results for the income state-
ment. applicable current and fixed assets, including accounts receivable
for the balance sheet. Some information will be requested on a segment-
wide basis, such as depreciation expense, labor cost, cost of money, and

number of employees.

To enable the Administrator to make studies and comparisons of profit-
ability by product classes or federal agencies, companies will be asked to
report the two major products sold to the government using the Office of
Management and Budget 1-digit Standard Industrial Classification
codes* and also to identify the main federal agencies for whom the prod-
ucts were made.

A proposed format for reporting the financial data is contained in
appendix IIIL.

Segments Are the Most
Appropriate Level for
Reporting Company
Financial Data

Many companies have numerous divisions and subdivisions of which all
or only some may perform reportable work for the government. We
believe segments like those used by the Cost Accounting Standards
Board are the most feasible and appropriate level for reporting company
financial data because they are discrete reporting units which are fre-
quently aligned with the companies’ divisions, subdivisions, or products.
We also believe that reporting by segments will provide a uniform and
consistent data base for studying profitability since segments are
required (1) to be used by companies doing business with pop and some

“The standard Induserial Clas<ificanion codes are used to classify establishments or kind-of “activity
units on the basis of thewr prumary activity whieh is determined by the product or group of products
produced or handled or service rendered The major acnivity of an establishment 15 assigned a 2-digir
code. A 3-dhgit code 1< assigned to the mdustry groups withun the magor activity. The 4-digit code
idenhifies specilic products serviees within the industry groups. For example, Chemueals and Allied
Products 1» a major acovary cassigned a 2-digit code). Industrial inorganic chemieals, drugs. soaps,
ot are industry groups cassigned a 3-digit code) within the major acrivity. Industrial gases is a 1-
digat product group of the industnal inorganic chemicals indoustey group
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civil agencies and (2) segments are required to tollow a set of uniform
cost accounting practices. Some companies are not now required to
establish segments. Those companies would apply the Cost Accounting
Standards Board type segment criteria for reporting purposes only.

The feasibility of using Cost Accounting Standards Board segments for
reporting was demonstrated in the DFaIk study. That study successfully
obtained financial data at the Cost Accounting Standards Board segment
level. Further, representatives of most of the companies that we inter-
viewed confirmed that they could report financial data by the Cost
Accounting Standards Board segment. Some stated that Cost Accounting
Standards Board segments were the most appropridte form tfor submit-
ting the data.

Reliability of Company
Data

Because profit policy decisions will be based largely on the results of the
profitability studies, it is essential that company data be reliable, To
establish and ensure the reliability of company data, Pre requires the
company’s CPa firm to report on the reliability of the data and autho-
rizes the Administrator to review and verify company data and to
review CpPA firm working papers when necessary.

Under pPrRP. a company’'s cPa firm will be required to submit reports on
the reliability of the company data to the Administrator. To accomplish
this. we are recommending that pa firms apply agreed-upon procedures
in accordance with the American Institute of ¢pa’s Statement on Audit-
ing Standards Number 35" which covers financial statement data and in
accordance with the American Institute of ¢ra’s Statement on Standards
tor Attestation Engagements for data not covered by Statement on
Auditing Standards Number 35.

The use of agreed-upon procedures is appropriate for PRp because, as
indicated in both of the above statements, the scope of work to be per-
formed by the company’s CPa firm is less than required by an audit per-
formed in accordance with generally accepted auditing standards, and
most of the data to be snbmitted by the companies would come from
their audited financial statements. The use of agreed-upon procedures.
therefore. allows the Administrator to define the level of assurance

“Spedial Reports - Apply g Agreed-tpon Procedures to Spaclalized Elements, Accounts or Ttems of
Financial Statement
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Making the PRP Work

Cost of PRP Cannot Be
Determined Now

required and limit the company’s CPa firm's efforts to the extent neces-
sary to satisfy the Administrator’s needs and thereby minimize CPA
engagement fees.

It is necessary for the Administrator to have access to company records
to ensure that the requirements for submitting data are interpreted and
reported on a consistent basis. This access is needed to ensure the integ-
rity of the data and to determine what changes are needed to improve

the svstem.

Since disclosure of company data is prohibited and profitability reports

will contain only aggregated data. several provisions have been included
1 PRP to ensure the integrity of the program. The provisions are for the

purpose of requiring companies ta have their independent cea report on

the data submitted and for the Administrator to review supporting com-
pany and idependent ¢:pa working papers.

However, to further ensure the Congress and the public that the prp
studies are providing reliable information on the relationships of gov-
ernment contractors’ protitability and profit policies, PrRP legislation
authorizes the Comptroller General, when deemed appropriate, to make
independent reviews of the profitability studies and supporting records
and working papers of the independent CpA's and contractors. The
Comptroller General will assess the adequacy of the profitability studies
and may do limited testing of supporting company and independent CPa
working papers.

Data was not available which would enable us to estimate the costs of a
PrRP. The PRp data and analytical requirements and number of covered
contractors are comparable wicth the pDFAIR requirements and conse-
quently the cost should not be significantly different. We believe that
the Administrator can implement and manage the Prp with a small staff
and with the assistance of a contractor or other government agency to
process the data. Further. we believe that the costs of the PRP would be
reasonable relative to other alternatives such as if the contract Renego-
niation Board were reinstituted.

The benetfits of the prp are difficult to quantify. The value of PRP lies in
the timeliness and integrity of the information provided. We believe that
PRP will provide reliable and consistent profitability analyses to govern-
ment decisionmakers on a regular basis and improve their ability to
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adjust profit policies in order to assure that fair and reasonable profits
are paid to contractors.

Company representatives said that implementing PrRP would be costly.
We believe costs cannot. be reliably estimated until the specific require-
ments of the PRp and its effect on company accounting and reporting
systems are evaluated. According to company officials, costs will be
directly related to

the number of company segments subject to reporting;

the extent of the data requirements and allocations of costs to the
breakouts required. that is, by type of contract. commercial business,
and so forth, and availability of the data from the compames’ account-
ing and financial reporting systems: and

independent CPa engagement fees.

Neither poD nor the contractors we visited have records detailing the
costs of previous studies. therefore, we were unable to make cost esti-
mates for PRP based on prior study experience A prior Logistics Man-
agement Institute President testified before the House Committee on
Government Operations in March 1987, that the profitability studies the
Logistics Management Institute performed for poD were made by a staff
of three full-time protessionals and with limited use of outside subcon-
tractor support.

PRP, as structured, requires less company data than earlier studies
obtained. and after initial system set-up costs, annual data submission
for Pre, especially if done in conjunction with certification of annual
financial statements, may be more efficient than reconstructing data
from several prior year segment records, as was the case for previous
studies. DFAIR and Profit '76 collected 9 to 10 vears of data. This effort
required considerable time and cost for the contractors to gather the
data. as well as for reviewing, reporting, and processing the data. The
DFAIR study observed that the availability and quality of data would be
improved and obtained with less etfort with more frequent studies and
recommended 3 to 5 years between studies.

We are proposing that company data be submitted annually. Annual
data will allow the Administrator to perform profitability studies on a
more frequent basis if the Administrator believes it is appropriate, and
to also make special interim studies. Many company representatives said
that the greatest costs would be incurred in setting up the PRP system,
but some added that recurring costs should be less. Thus. we believe
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that the additional cost of requiring annual company reporting should
not be significantly higher than less frequent reports for ad hoc studies.

The direct costs incurred by the government will depend on staff, space,
and equipment needed to collect, process, analyvze. and issue profitabil-
ity reports. These can vary depending on whether the PrRp functions are
performed internally by the Administrator or whether other federal
agencies that collect and analyze data received from companies ( Bureau
of Economic Analysis. Bureau of Census, or others) can perform or
assist the Admunistrator in performing these functions, or whether part
or all of the data collection and analyses are contracted out.

In summary. PRP parallels but attempts to improve on the profit studies
made 1n recent years. ['nder the proposed system contractors would
report less financial data and avoid the costs associated with recon-
structing older periods of financial data. Some major contractors who
were not asked to or declined to voluntarily report would be required to
report under PRP. Study requirements and data aggregation costs would
be similar to previous studies, but studies for Pre would be done more
frequently. These enhancements will improve the quality of the studies
and the supporting data.

Issueg for the
Administrator to Consider
Before Implementing PRP

The Pre defines the Administrator’s overall role, authority, and respon-
sibilities with respect to initiation and execution of PRP and sets forth
other essential requirements needed to do profitability studies. It was
not intended to define all of the rules. regulations, or procedures neces-
sary to implement or carry out the program. For example, our proposal
does not specify the financial data to be submitted by the contractors or
specific criteria for measuring profitability. The financial data require-
ments contained in appendix IT and the analyses outlined in appendix
IV of this report are what we believe are necessary to do profitability
studies.

The Administrator is required to establish the data requirements and
other procedures to satisfy the requirements of the prp. This flexibility
will enable the Administrator to obtain additional input from all parties
concerned before 1ssuing the rules and regulations. It will also enable the
Administrator, should changing conditions require, to revise the rules
and regulations in order to meet future information requirements of
government policymakers and the Congress.
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In addition, respondents who submitted comments on the exposure draft
of the report identified several issues and made many suggestions to
improve PRP. We believe that their ideas should be considered by the

Administrator,

sSome of the more significant questions and issues raised are listed
below.

What are the most appropriate measures of industry profitability at the
segment and firm level and what is the most appropriate standard
against which to evaluate the adequacy of the profits?

What criteria should be used to assess the success of the profit policy?
What is the best basis for evaluating profitability of non-capital inten-
sive firms?

How should industries be classified in order w recognize inherent differ-
ences among the various types of firms and segments?

What is the best time of the calendar year for companies to prepare and
submit the required financial data?

Would 1t be desirable for some companies to consolidate reports for all
or several of their Cost Accounting Standards Board segments?

What specific companies or classes of companies should be excluded

from reporting under the exemption provision of the bill?
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Agencies, Contractors, and Other Parties That
Were Visited or Provided Written Comments on

the PRP Proposal(*)

Government Contractors:

AEL Industnes, Inc Lansdale Fennsylvama *
Aeroguip Corporation, Jackson Mississiopt

Bendix Aircraft Syslams Company. Arlington Virgimia *
The Boeing Company . Sealtie. Washtungton *
Burroughs Corperaticn Detront, Michigan
Dynalectron Corporation, Mclear "ucuma

Eastman Kooak Comparn;, Rochaster. Mew York ©
Emerson Electric Company. St Lows, Missoun ~
Farghid Industres, In.. Channlly Virgima

Fairchild Weston Systerns Inc , Sarazota Flonda -~
FMC Corperation. Chicago linas

General Dynamics Corporation. 5t Lows, Missoun
General Electne Company Farrheld Connechicut
General Motors Cerporaton Detrant, Michigan
Grumman Corperation Bethgage, New rork ©
Hazeltine Corpoaration, Commack., New York
Hawlelt-Packard Company Palc Alto. Califormia -
Litton Induslnes Incorporatad. Baverly Hils, California
Lockheed Corporation Calabasas. Calfornia -

Marun Marietta Corporation, Bethesda Marvland -
tAcDonrell Douglas Corparation, St Lows Fissourn
torten Thiokol Inc . Chicage, hngis ©

Moharola, Ing., Arlington, Virgmia *

Paccar, Inc  Bellevue Washington *

Ray theon Company Lexington Massachuselrs

RCA Corgoraton Farfiela, Cunnechicut

Rock well Internabional Corporanon, Pittsourgh, Pennsylvania
Ralls-Reyce ple Bristal, England -

Sun Chemical Corporalion, Mernmack, New Hampshire

Sun Company, Inc - Radner, Pennsylvania ”

Texas Instruments Incorporated Dallas, Tevas

Textren N Providence, Bhode island

Weslinghouse Elecinc (,urpurnmn Puttsburgh Penn'sleama

Industry Associations and Others:
Aerospace Industnes Asscoialion of Amenica, Inc. Washington, DC -

Robert N Anthony, Warteralle Valley. Mew Hampshire *

Champer of Commerce ¢t the Unitad Stales ot America Washingten D C -

Computer and Business Equipment Manufacturers Association, Washington D.C. 7

Council of Defense and Space Industry Asscciauons, Washington, D C. "
Electronic Incustnes Aszsocaticn, Washingion, D C °
Financial Executives Insttule Wastuington, D.C. -
Machinery and Alled Products Instilute Washington, &G
Hatonal Security Industnal Assacialion, washington O
Procurement Round Table Washington D2 *
Pratessional Services Council, Washington D C *

RRG Associatze Atington Virgima *

.

icontinued)
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Agencies, Contractors, and Other Parties
That Were Visited or Provided Writien
Comments on the PRP Proposal(*)

Federal Agencles.
Depariment of Commerce ‘Washington, O C
Bureau ot Economic Analysis, Deparlmr—rul ot Commerce Washington, D.C
Bureau of Census, Department of Commerce. Washington D.C
Department of Defense, Offie of the Assistant Secrefary (Acquisibon and Legistics:,
Washinglen DT *
Defenze Contract Audit Agency, Degartment of Defense, Cameron Station, Alexandna
Virginia
Defense Systams Management Callege, Fort Belvarr, Virginia ™

Department of Transportation, \Na~n|ngnnn DC
Bureau of Labor Statistics, Department of Labor Washington, D.C
General Services Admimistration, Office of Acquisiion Policy Wash.nglon DC
Nahonal Aeronaulics and Space Administration, Washington D2, -
Oitice of Federal Procurement Policy Office of Management and Budget Washinglon DC *
Federal Trade Commission Washingten, D.C
Securties and Ew:hanqc Commission Washlngton 0cCc

Federally Funded Research and Development Center:
Lagshes Managemeant Institute Bethesda Maryland

"

Public Accounting:
Touche Ross and Company, Washington, D.C

American Inslilurp of Certiied Pubhc Accountants, Washington, D.C -
Ernst & Whinne,  Cleveland, Chio ”

Consuttants:
Rear Admuiral Stanie, 5 Fine (Ret.). Mclean Virgima, Former Budget Officer Headquarters

US Mavy
Mr Robert . Mool, Annandale virgnia, Former Assistant Secrelary of Defense

1”Comptrollen
Mr Tom Morris Bethesda Maryland. Former Assistant Secretary of Defense (Installations &

Logisties)
Mr. Barry Shilito La Jolla Calitornia, Former Assistant Secretary of Defense (Instaliations

& Logistics); Former Frasident of LM
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Appendix 1

Goverment Contractor Profit Reports Act
of 1987

A Bill

To improve Federal Government accountability aver profits made by
contractors under federal contracts by requiring periodic profitability
studies. among other things.

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled,

Short Title

Sec. 1. This act may be cited as the “Government Contractor Profit
Reports Act of 19877

Declaration of Purpose

Sec. 2. It is the policy of the Congress that the procurement of goods
and services by the Executive Branch of the Federal Government be
conducted in an economical, effivient, and effective manner. This policy
can be fulfilled only if the Congress and the executive agencies are
informed of the level of profits and efficiency of government contrac-
tors. The purpose of this act is to provide the Federal Government with
the mformation needed to develop profit policies and to assist procuring
agendies in negotiating contracts which1 1) provide profits that
encourage related capital investment and (2} are reasonable in light of,
among other things, rthe profits contractors earn on other government
and similar private sector business,

Sec. 3. Definitions
In this act—

(D) Admuimistrator™ means the individual designated by the President
to iImplement the provisions of this act

2y covered company” means a company which received for two
consecutive years government contract awards and modifications for
which certified cost or pricing data was required, or receives payments,
for two consecutive yvears from the federal government under such c¢on-
tracts, the total of which amounts to at least $50 million in a yvear. A
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Goverment Contractor Profit Reports Act

of 1987

company will remain a “covered company T until its government busi-
ness is less than the qualifying level for two consecutive years.

(3) "segment” means a division, product department. plant. or
other subdivision of a covered company usually identified with respon-
sibility for profit and ‘or producing a product or service; and reports
directly to an office of the company which (i1 is responsible for directing
or managing two or moere divisions, product departments, plants or sub-
divisions, and (ii) typically provides policy and guidance to segments in
their operations. A covered company is, for the purpose of this act, con-
sidered a segment if it is not segmented.

Sec. 4. Responsibilities of the Administrator
() The Administrator shall—
1 1) develop a uniform reporting system to govern the submis-
sion of information by Government contractors under section 6 of this

act:

(21 establish criteria and procedures for the profit studies to
be conducted under section 6 of this act; and

31 provide recommendations to revise and develop profit policies
relating to the negotiation of Government contracts,

(b) Notwithstanding section 3(2). the Administrator by regulation—

1 1may exclude classes of Government contractors from coverage
as a covered company it the Administrator determines that, based on

the nature of the class or the types of products and services provided by

it, coverage of such class will not contribute to the purposes of this act;
and

(2) may revise the dollar rthreshold contained in section 3(2)

as the Administrator deems necessary to fulfill the purposes of this act.

Revisions to the dollar threshold shall be designed to ensure that the
total value of all contracts that were awarded by the federal govern-

ment to the companies covered under the revised threshold is at least 60)

percent of the total value of all contracts awarded by the Federal
Government.
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o ar
I)f }go L

i) The Administrator 15 authorized to contract with a firm or
organization, and to enter into an agreement on a reimbursable basis
with an agency, for services to assist the Administrator in carrying out
the reqguirements of this act.

Sec. 5. Annual Reporting by Covered Companies

(a) A covered company shall annually transmit to the Administrator
balance sheet and income statement information reflecting rhe tinancial
position and operations of each of its segments which contributes to the
revenues the company received in the preceding vear from contracts for
which certified cost or priving data was reqguired, and such accompany-
ing information as may be required. including investment data and labor
expenses. A covered company shall report for each segment the required
financial information in a manner which distinguishes between the
information related to its Government contracts tor which certified cost
and pricing data was required and the information related to all of its
other business. The information transmitted shall include a reconcilia-
tion with the financial statement the covered company filed with the
Securities and Exchange Commussion, and such other information as
may be necessary to explain the reconciliation For privately held com-
panies information transmitred shall include a reconciliation to audited
financial statements

(b The Admimstrator shall prescribe by regulation the information
required by subsection {a1. A company shall provide the information in
such form and at such time as the Administrator requires A covered
company may request that the requirement in subsection (a) for the
company to report information for each of its segments be waived for
any segment which contributed less than 10 percent of the revenues the
covered company received in the preceding year from contracts for
which certified cost or pricing data was required. The Administrator
shall grant the request if the Admimstrator determines that the infor-
mation concerning the segment for which a waiver is requested would
not substantially contribute to the analysis required by section 6. The
Administrator shall not require a company to report information for a
segment to the extent the President determines that disclosure of such
mformation would be detrimental to the success of a classified project
and injurious to the national security. The Administrator shall identify
all wanvers granted under this subsection in the annual report required
by section 7 of this act
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Goverment Contractor Profit Reports Act
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t¢3 A covered company shall have an independent certified public
accountant report on the reliability of the information furnished under
subsection (a). A covered company shall include the report by the inde-
pendent certified public accountant in the transmittal to the Administra-
tor required by subsection {(a).

1d) The Administrator shall prescribe standards and procedures
for the report required by subsection (c¢).

te) The Administrator. in coordination with the Office of Federal
Procurement Policy, shall take the necessary steps to ensure that com-
pliance with the requirements of this section is a condition of every con-
tract negotiated with the United States.

Sec. 6. Profit Study Requirements

{a) The Administrator shall conduct at least once every 3 years a
study of protits made by covered companies under contracts for which
certified cost or pricing data is required.

thi Based on an aggregation of the information provided under
section 5, a study shall contain a determination of the profitability of
segments of covered companies providing the Federal Government with
goods and services under negotiated government contracts for which
certified cost or pricing data is required. Profitability shall be deter-
mined by calculating the return on assets of the segments and by such
other measures of profitability as the Administrator determines to be
appropriate to achieve the purposes of this act,

(¢) The study shall provide a comparison of the profitability of the
segments, as determined under subsection (b), with—

(1) the profitability of rhe segments under all of their other
business; and

12) the general profitability of other companies in the private sector
for sumilar goods and services.

di To the extent applicable, the study shall include analysis of —

(1) whether variations between the levels of profitability are

reasonable under the circumstances:
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(2) capital investment and the relative investment between the
- covered companies’ government business trom contracts for which certi-
fied cost or pricing data is required and their other business:

(3) the use of pricing to motivate cost efficiency and the relative

contracts for which certified cost or pricing data is required and their
other business;

(11 the relationship of payment policy and contract pricing: and

(5) any other information useful to understanding the comparisons
required by subsection o).

ie) In addition to the information provided under section 5, a covered
company shall provide to the Administrator any additional information
the Administrator determines is necessary to make the determinations
and perform the analysis required by this section.

Sec. 7. Profit Study Reporting

No later than December 31 of each year, the Administrator shall trans-
mit a report to the President, the Congress. and the Comptroller General
of the United States The report shall identity any studies conducted in
the preceding fiscal year. the relationship of the findings resulting from
such studies to existing profit policies, and any actions taken or to be
taken relating to the responsibilities of the Adminstrator under this act.

Sec. 8. Access to Information

The Administrator shall have aceess to all papers. documents, and
records of a covered company and its independent certified pubhic
decountant relating to the information furnished under sections 5 and
tie). The covered company and its independent certified public account-
ant shall permit the Admnistrator to make and retain copies of such
papers, documents. and records, and shall make available such officers
and employvees as the Administrator reguests.
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Sec. 9. Comptroller General Review

The Comptroller General is authorized to review a profit study con-
ducted under section 6 and shall have access to all papers, documents,
and records of the Administrator used in conducting the study, and of
the company and its certified public accountant used in providing the
information required under sections 5 and tie). The Administrator, cov-
ered company, and its independent certified public accountant shall per-
mit the Comptroller General to make and retain copies of such papers,
documents, and records, and shall make available such officers and
emplovees as the Comprroller General requests.

Sec. 10. Confidentiality
Not withstanding any other provision of law—

(11 Any ofticer. employee, or contractor of the Administrator or the
General Accounting Office who publishes or otherwise discloses any
information provided by a covered company under section 5 or section
Hie) in a manner which allows the covered company to be identified to
any mdividual or establishment not specifically authorized by this act to
receive such information, shall be fined not more than $10.000, or
imprisoned not more than three yvears, or both,' unless such information
is made publicly available by the covered company.

(21 No person receiving information provided by a covered company
under section 5 or section 6 (e} shall be subject to subpoena or other
legal process to compel disclosure of information which is prohibited by
paragraph (13

Sec. 11. Authorization of Appropriation

There is authorized to be appropriated to the Administrator such sums
as are necessary to carry out this act.

"The prenialtte i nded 11 < Gog Lo aree for illusteatis e [N FEEN
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Proposed Form for Contractor Reporting of
Financial Data

United States Government Contractor’s Annual Reporting Form

Schedule I - Selected Income Statement Items for the Period Ended ___
tin Thowsands of Dodlars)

19

Comporavon Name

Segment Name: - -

Sepmeni’s Mapor Products Idenufied By 4 Digit Standard Industrial Code. Number 1 Number 2 _

Percentage of Government Sales By Federal Apency
CNumber 2 . Number 3 . Number4 . Number 3 . _
Percentage of Government Sales Subcontracts _

Number 1
Percentage of Government Sales Prime Conuacts' 0

___ Profit Reporting Program

(imiuirn;ﬁen—l-“'nde Con-
tracty* Rased on Cost and
_ Pricing Data__

Fixed
Line Cost Price Negment
No. _ _ Fimancial nformation _ Type _ Tvpe  Other™  Total  Foolnute
ih (2 13} 4 151
01 Sales
Cust of Sales and Operating Cost:
02 Cosl of Sales o o o - —
03 Other Allowable Operaung Casts P - S
154 Toral Operating Costs (Lines N2 + 03, S . -
B3 New Operating Resalts on Allowable Costs sLines
01 - [ o I -
Unallowable Costs
06 Interest L I - I o
07 Other Unallovw able Cosis JE o - -
08 Towl Unallowable Costs «Lines 06 - 01 o . oo I -
0% Net Operating Resalts on Total Costs (Lines (1 -
M08y _ _ _ _ - S
Statistical Information
1y Depreciauon and Amortizauen Expense: (Memo
Entry) . B _ _ _ o
Labor Costs: (Memo Entry)
11 Serment Labor Costs _ I — —
12 Number of Employees . o _ - —
CAS 414 Coxt of Money: iMemu Entry)
13 Towd Imputed Cost of Money i _ - o
4 Amount Ehgible , o —_ - - S

15 Amount Not Eligible - -

"Sales under procurements related b (18 Government pome conracts and subcontracts umler either fined price of cosl Bpe Conimacs
Foregn Munary Sales that are direct ates o US Covernment made under negeliatest contrads for eventinal resale to a foraign gotcmnint
are ireluded

**Sales 9 cdsinmers other than the U varmment plae «ades o the S Gocernment which are net hised on cost or pricin, Jila, such
a5 catalog wr estabhshed market price ems sules of ey whose orices are established try law o regulaben, sules made und 1 seahd b,

arud direct sales o [oregn gonvernmients are ineladed ant all oeher sales nat inzlwled oo calumns (1 and (20,
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United States Government Contractor’s Annual Reporting Form
Schedule II - Selected Balance Sheet Items for the Period Ended .19

tin Fhousands of Dallara

Curpuration Name.

Segment Namie:

- Profit Reporting Program
Government-Wide Con-
tracts® Based on Cost and
Pricing Data

Fixed
Line Cost Price Segment
No. Financial Information Type Type Other=* Total Footnute
n [B4] [R1} 1] 15

Account Receivable (Gross)
tH Bullad
02 Unbulled

Inventories 1(iross)
03 Common
(8 Contracts in Process
3 Towal Accounts Recervabie and Inventon
WGiross) (Lines O « 02 + 03 4,
04 Less. Progress Payments and Advancements
7 Net Accounts Recervable and Inventony (Lines

U5 - (i . . _ -
08 Other Current Assets , o __ -
09 Towl Current Assels 1Lines 07 + 1%,

Tangible Fized Assets (Facilities Capital):
17 Equipment Net Book Value
Il Bullding' Net Book Value
12 Land and Land Improvements: Net Book Value
13 Total Contractor Owned Tangible Fiecd
Assels (Facihiies Capitdd Lines 10 + 11 +
M
14 Intangible Assets: Net Book Value
Total Assers

Statistical Information
15 Construction in Progress «Mema Entry )
Scgment Capitd Expenditures (Memao Eatry )
16 Egwpment
17 Bmldmg
1% Land and Land Improvements

=Sales under procurements relared w US Gosenmient prime woniracts and suheantrac L under enher fived pric: or Cosl nps aniri- I
Foraign Military Sales that are direct sales to U Cunernment mude urader negeuated conma.t: for everitaad rizale g toreym goveniment
are included

==Sales w customers other than the LS Govemmens plus ades w0 tne U8 Sovermment which are fow based an oot ar priciag Jaa cudls

as catalug or estanhishied markel price wems, sales a0 doms ahese prices are sstablivhud by Liaor regnlation, les made under s tled bl
arid wirect sales 1o Loreign governments are inchudaet and all sthier cales vt i lu o wn cotumns Choand (0
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Appendix IV

Proposed Profit Policy Analysis Plan

I. Introduction

This appendix briefly discusses a suggested methodology for analyzing

the relative profitability and efficiency ot U.S. government contractors.
Both the requirements of the proposed legislation and the proposed con-
tractor reporting forms included as appendix III are incorporated in this
discussion.

IL. Purpose of the
Legislation

This legislation is intended to enable the PRP Administrator to measure
the relative profitability and efficiency of U.S. government contractors.
The results of the periodic profit/efficiency studies performed by the
Administrator could then be used to assess the effect of the profit (pay-
ment) policies of the 1.5, government.

The primary goals of each executive agency’s profit policy are to pro-
vide a competitive rate of return te contractors that would neither be
too high resulting in unnecessary expenditures, nor too low which would
discourage firms from seeking 11.5. government business. Also, the pol-
icy should seek to provide incentives to contractors to become more effi-
vient by investing in cost-saving equipment, thereby minimizing the total
cost of each contract to the government.

III. Requirements of
Legislation
(Profitability)

Section 6 of the proposed legislation provides a list of the “Profit Study
Requirements.” Specifically, **profitability shall be determined by calcu-
lating the return on assets” of covered companies providing the federal
government with goods or services under negotiated government con-
tracts. Section 6 also authorizes the Administrator to use such additional
measures of profitability as deemed appropriate. Furthermore, the prof-
itabilicy of “government” business will be compared with that of “com-
mercial” business of these contractors as well as with the profitability
of other companies in the private sector that are supplying similar goods
and services.

These calculations are performed to permit a comparison between the
rate of return being realized on non-competitive negotiated government
contracts with those earned in the competitive environment of the com-
mercial marketplace
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[V. Analytical
Framework -
Profitability

Appendix I'V
Proposed Profit Policy Analysis Plan

A. Selection of ROA
Measure

A study of how government contractor profits compare with those of
non-government firms or segments requires (1) a meaningful measure of
profitability and (2) a standard against which the measure of profitabil-
ity of government contractors can be compared. (The term profitability
represents a measure of rate of return calculated by dividing profits by
a base such as sales, assets, or equity.)

The standard measures of profitability that have been used most fre-
quently in studies of this tvpe are: return on sales and return on invest-
ment. Since all firms compete for funds in the capital markets, and these
funds are likely to be attracted to those opportunities offering the high-
est expected rates of return, the preferred measure of profitability
would be a return on investment standard. There are two ways to raise
capital, that is by issuing debt and by selling equity shares. One fre-
quently used return on investment measure is the return to equity. The
other, RUA, represents the return to total assets whether acquired by
debt capital or equity capital.

The use of return on sales as a measure is less desirable than the return
on investment measures since it is a profitability measure based on out-
put. and not input or how effectively a firm invests its capital. As men-
tioned above, since firms compete for funds in the capital markets,
investors {individuals and institutions) are concerned with the rate of
return on their investment, which is an input measure to the firm. A
rate of return on sales is less likely to be related to a return on an inves-
tor’s capital but more to the products being sold, or the specific indus-
try. For example. retail food stores generally earn a relatively low
return on sales, but an average return on invested capital. Thus, a
return on sales comparison across industries would appear to be of ques-
tionable value. On the other hand. comparing return on sales among
firms in the same industry may, in this limited case, provide useful
information of the relative profitability of those firms.

One can use return on equity or after tax accounting profits divided by

shareholder equity for firm level comparisons. However. since there is
no generally accepted method for allocating either equity or taxes to the
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segment level, the return on equity measure cannot be used to make seg-
ment level comparisons n the context of PRP.

Finally, with respect to the other return on investment measure of prof-
itability, roa, profits would be divided by the book value of the seg-
ment’s total assets. Since: both the numerator and denominator for this
return on investment computation at the segment level are available
from the contractor reported data, the rROA measure of profitability is
recommended as the principal measure of rate of return in prP.

B. Calculation of ROA

The profitability of negotiated contracts can be calculated from the con-
tractor reporting forms: "Schedule [—Selected Income Statement Items™
and “Schedule [I—Selected Balance Sheet Items.” (See app. I11.)

For each reported segment. the ROA computation can be performed by
dividing the sum of line 19 (net operating results on total costs) and line
06 (interest) of schedule I by the sum of line (09 (total current assets),
and line 13 (net bouk value of contractor owned tangible fixed assets at
the segment) of schedule 1. [Interest payments are added to the numera-
tor to permit a comparison of profitability between firms without regard
to the amount ot debt (versus equity) financing used by the firm. Thus,
the total return to capital (investment) is calculated. Finally, net operat-
ing results are computed by subtracting the sum of the cost of sales (line
02), other allowable cost (line (13). and total unallowable cost (line 08)
from sales (line 01 of schedule 1.] To calculate net operating results for
government contractors based on allowable costs only. total operating
costs (line 141 may be subtracted from sales (line 01 ) of schedule 1.

It 1s important to note that in computing a firm'’s total assets for the
denominator of the roa calculation, “progress payvments and advances™
(line U6 of schedule I is subtracted. This is appropriate since progress
payments represent assets of the ULS. government and not assets of con-
tractors. [t has been recommended that progress payments be included
in the asset base to compare profitability of government business with
commercial business, the methodology used by DFaIR. We do not consider
that appropriate because progress payments do not represent mvest-
ment by the contractor, thus, induding progress pavments in the assets
nbscures the financial benefit of this government policy and precludes
an analysis of payment policy effect on profitability.
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The above methodology. which has total assets in the denominator and
measures the return to all assets used in contract performance in a seg-
ment is the most widely used approach to caleulate koa. Another meth-
odology which incorporates net assets (toral assets minus current
liabilities) and measures the return to permanent capital invested in the
segment has been suggested to calculate roa. However, additional data
dat the segment level (¢.g., current liabihties ) would have to be identified
and collected in order to pertorm this calculation. Furthermore, this
measure can lead to results that depend largely on the extent of short-
term financing that is nsed by each firm. The more short- term debrt a
firm incurs, the greater will be the subtraction frrom its total assets, and
therefore. the higher its caleulated koA For these reasons we prefer the
conventional measure of koa which calenlates a return to all funds
invested in the firm exclusive of progress payments.

The contractor data also permit a comparison of the profitability of
“eost-type” contracts teolumn 1) with fixed-price” contracts (column
21 Sinee fixed-price contracts present a higher risk to contractors than
do cost-type contracts, one would expect to observe higher rates of
return on the former m order to compensate contractors for the higher
risk

Fach segment’s major products will be identified by the ~4-Digit Stand-
ard Industrial Codes ™ Therefore, some comparisons of proficablity
between government business and non-government business can be per-
formed by product class.

Additional comparisons of the profitability of government contracts ver-
sus non-government work may also be performed by examining the pre-
tax koA ol non-defense durable goods manutacturers by using the Com-
pustat datie base as well as the Quarterly Financial Report published by
the TS, Commerce Department,

The Compustat dara base is available on an annual basis trom the Stand-
dard & Poor's Corporation, [t contains imeame statement and balance
sheet data for over 6.000 companies at both the firm level and Securities
and Exchange Commisston segment level. However. the Securities and
Exchange Commission segments arve not as precisely defined as Cost
Aveounting Standard Board segments, The Quarterly Financial Report
prosents estimated statements of income and retained earnings, balance
sheetscand related fmancial and operating ratios for all manutacturing,
mining. and trade corporations. The statistical data are classified by
Indusery and asset size
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V. Requirements of
Legislation
(Investment—
Efficiency)

It should be noted that if some firms, such as service contractors, have a
very small asset base which would result in a gna that would not be
meaningful, then the Administrator may separately analyze these firms
by using the return on sales or other appropriate measures.

section 6(d )i 1) of the proposed legislation requires the determination of
whether variations between levels of government business and non-
government business profitability are reasonable. These variations can
refer to (1) differences between the profitability of government and non-
government business in a given yvear as well as over several yvears and
(2) variations (as measured by the standard deviation) of profitability
over time by firm to measure the relative risk of government versus
non-government business. Since investors tend to dislike risk and will
demand a higher rate of return from firms facing greater risk. profit
comparisons might be misleading without a risk measure being
considered.

Section B(d ) of the proposed legislation states:

“To the extent applicable. the srudy shall inddude an analysis of .. i 2y capital
mvestment and the relanive iInvestment between the covered companices’ government
and commercial business’™ and 7 03) the use of pricng to motvate cost efficiency
and the relatinve efficiency between the covered companies” government and com-
mercial business ™

Section fed) (2) and (3) enable contracting agencies to examine what
effect changes in contract pricing and investment incentives are having
on the amount and the type of assets being acquired. The results of this
analysis can be used to modify payment policy and contract pricing poli-
c1es. The Administrator can use the results of these studies to recom-
mend alterations to profit policies in order to encourage additional cost-
saving investment,
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-
Analytical Framework
(Investment—
Efficiency)

A. Selection of “Capital-
To-Labor™ Ratio

Coneern has been expressed as to whether the U8 government's con-
tract pricing, financing, and profit policies are encouraging contractors
to operate in the most efficient mannet. Put ditterently, are government
vontractors siatisty ing the procurement needs of federal agencies at min-
mom total cost? The gnestion is too complex to be answered directly:
instead. It must be approached by looking at indirect or intermediate
neusures of contractor behavior, In ettect, the debate focuses on the
validity of an alternative hypothesis about 1) whether past government
contracting and profit policies might have encouraged inefficient pro-
duction methods and 2 whether recent changes i these policies are
hkely to leid to beliviors that are closer to those desired.

Although efficiency cannat be precisely defined and measured. one
approach that is suggested exanunes rhe refative amount of investment
ar capital in manutacturing enterprises.

Specitically, the relative nse of capital and labor, or capital intensity.
oy be ausetul indicidor of efficiency To make judgments about the
relative nse of capttal sid labor by government contractors. considera-
rion should be given ro ¢ D an ideal measure of capital intensity. (21 a
meanimgiul measure af capral use, and 03) @ standard against which the
imeasure of capital mrensicy for government contracts can be compared.

Anidenl measure of the capital intensity of a specitic line of business 1s
the capital-to-labor ratio tk 1), Theoretically, capital would be measured
Fiv the marker valone of the property. plant. and equipment of a line of
husiness, Given the unavailability of these data, capital conld be repre-
sented by the book yvalue of net propercy. plant, and equipment’™ asso-
ciated with rhar line of busimess, Similarly, “total labor expenses”™ would
wheadly be vsed as o measure of L7 by line of business. If commercial
durable good manata taring hines of business of government contractors
s sitlar technologies as the government work, and these non-
sovernnuent lines are disciplined by the marketplace to operate in the
most etficient manner (Les, produce at minimuam cost ), a calculation of K
Lotor these lines wonld provide a standard or benchmark for an optimal
h Lratio A comparison ot the capital intensity measure for government
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business with other closely related lines of business wonld, therefore,
provide an indication of whether government contractors are using their
Factor mputs of capital and labor in approximately the same ratio. It K-1.
for government work is significantly below that tor commercial work.
this would suggest that the contractor may not be facing the propet
meentives to mmmnuze cost by incorporating the same K Lo mix that is
used in commercid work.

It 15 tmportant to note, however, that where possible, several adjust-
nments. shoutd be made to the K 1L caleudations, First, contractors fre-
gquently use government-owned facilities. For a more precise analyses it
would be necessary to estimate a book valie tor these facilities and then
inclinde the estinare n the caleulation of captal for that firm. Second.,
the K Loratio may vaey by product mix That 15, the production process
for some cguipment 15 less capital intensive than others. Theretore, it
would be of interest to compare kL rdtios across contractors to establish
whether there s a wide vavianee in this measire,  there is a large dis-
persion in w L yvahies cholding contract tvpe constant) then there woulid
be an indication that prodiets aned the technologies required to manu-
factiure them are too heterogencons to be lumped into the same category.
For example, optimal kLo ratwes may ditfer greacly in the productoon of
airveraft versis the manutacoure of defense electronies. This problem
world raise questions s to the usefulness ot overall k' Loomparisons
Across firms.

A third concern that should be examined 1s the “capaciy ntlization™ of
a tirm’s capital. For example, if firm A and firm B are identical in all
respects except thar firm A uses 1ts capital during one 8-hour shitt a
dav, while firm 3 hures additional Labor for a second S-honr shitt, the ko1
ratio for firm B would be lower than that ot firm A funless an appropri-
dAte adjustment is made

Thus, before k1 tatios can be properly caleulated and compared across
firms. industries<. and time, one should control for each of the above
CONCETNsS

It should also be noted that the primary reason for preferring a w L ratio
to o captal-to-siales ratio is that the former provides a measure of the
relarive use viand. therefore. efficiency ) of two inputs teapital and Libor,
while the latter is a ratio of aninput fcapitaly to output tsales), Further-
more. sales do not depend solely oninput costs, but also on the price
coeived for the end prodnees,

Page 50 GAO NSIADST-175 Profitability Reporting Program

{
I
l



B. Calculation of K/L Ratio  The K L for government contractors may be caleulated from “Schedule .

[—selected [neome Statement Items™ and “Schedule H—=Selected Bal- i
anece Sheet Items.” For cach reported segment, the K L computation can :
be performed by dividing the sum of line 13 (net book value of contrac- m
tor owned tangible fixed assets at the segment» of schedule [T by line 11 !
t~egment labor cosesy from schedule L |

The individual segment s 1L ocalculations can be aggregated by Standard
Industrial Classitication code t from columns ¢ 1y and (2)) and compared .
with the K 1. ratio of othier work performed by government contractors
feoliumn 39

Finally, the iisset breakdown on schedule I by ner book value of equip-
ment thine 1, buildimgs chine 11 ), and land (line 123, permits an analysis
ol the effect changes to profit policy have on the type of fixed assets
acquired by the contractor. A consistent methodology should be used to !
allocate these assets within the segment. Cost accounting standard 414 :
technignes can be nsed as a basis for developing such a methodology. ;
This classification of assels also helps the comparison bebween types of
investnent undertaken for government versus non-government

busingess '

!

! - - - .
14 st : The Roa measure is sensttive to the acconnting methodology used by :
VI. Limitations u R I I SIS T ATt g metioeoney usec i m
cach firm. The denominator of this ratio represents the book value of a ,.

segment’s assets. However, the book value is a function of which depre-

cltation method caceclerated or straight line) 1s nsed by the firm as well i
ds by the age of these assets. An alternative, conceptually preferred :
measure for book valie s the "market value™ of the assets. Since the _

market value of assets is generally not available, this measnre cannot be “
used. Thus, despite its potential shortcoming, finaneial analysts and "

acconntants generally use the book value of assets in their goa
caleulations,

R I - m
VI GOSG:_EMOEM The- M.h_‘._.::.::::..... uf _.x._._.:__.__ __._..._.r ira?@ using the G:_:..,:.r:. %._:_‘ as !
outhned above would permit policvmakers to determine how the rela- w

tive protitabiliry and eftiviencey of government contractors has changed _
over time. This anadvsis would enable the PRP Administrator to examine i
the effect of cliznges in profit policy on both the profitability and ,
investment of government contractors, N
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Appendix IV
Proposed Profit Policy Analy«is Plan

The analyvses outlined in this appendix will permir the determination of
whether variatioms between levels of government and ather business
profitability are reasonable. Moreover, section 6td s of the bill can
also be used to determine “the use of pricing to motivate cost efticiency
and the relative efficieney between the covered companies’ government
andd commercial business.” Contracting agencies can examine what
vffect changes in contract priving and imvestment meentives are having
on the amount and type cequipment, buildindgs, land) of assets being
acquired Finally, the results of this analysis can be used to modity pay-
ment palicy and contract pricing palicies csection Scdsc 4, The Adminis-
trator cin se the results of these studies to recommend alterations to
profit policies in order to adpse the proficabihiey of government business
as well as cncourage additiomal cost-saving investment.
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In November THR6, we issied for general comment an exposure draft
outlining our proposal for a program to study the profitability ot gov-
crnment comtractors,! Federal agencies. contractors, and others that we
comsulted while developng our proposal, as well as other interested par-
Hes, were asked (o provide written comments on the dratt

A rre reguired as a matter of law is generally viewed by government
contractors as another level of unnecessary and potennally damaging
government oversight Tinnecessary because many believe pon will con-
tinne to conduct ad hoe studies of contractor profitability as it has twice
done smee 1976 and potentially damaging because ot the possible dis-
closure, by federal employees, of individual company proprietary finan-
clal information provided for profitability studies. To some federal
officials, contractors, and private associations substantive gquestions
remain to be answered betore profit reporting legislation is presented to

The Congress,

This appendix summarizes the respondents’ cornments and outlines our
position on the points raised,

Respondents gquestioned the need tur a PrRe. Defense contractors and
industry associations believe pon's ad hoe profitability studies are ade-
quitte to determine it proft policy goals are being achieved. pon believes

we should acknowledge its existing management information svstem on
profit.

Need for PRP

Quotes From Comments

AL proposed protit reporting sy stem provides no advantages over existing
pracvives Ledistarion shoult be used tosolve problems whers executive agenetes
: Bave shiow oan nnwilhingness to aceept appropriate responsibilily. Such a need 11

cheatly vot evident B paoto reporting legislation

“One nnght suspect that the real motin e behind the proposed program is to reduee
cottfraeror protis to the mminmm level which will still maintain a sound industrial

base throngh fine tumng of procurenwnt profir objectis es,

“There are sexveral prablems that should be morpe complerely evaluated by the GAQ)
Before o proposal s sebmirmed 1o the Congress. The value-added is questionable

o U et A oposal tor o Pragran oS ody thee I'rofitatnlity of Goverrnanent Con-

s G A0 NST /TJ__I‘I.M_
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Appendix v

Summary of Comuents: Contractors.,
Industry Associations, Federal Agencies,
and Others

~tnece w numbeer of sigritieant profit and contract tancomy stdies were caonduoe 1ed
by the DODaver the years withont a legislative reguirement to doosal”

These and similir comments do not address the most basic reason we
believe a PEI 15 needed. That is, there is presently no requirement to
study proficability of both pop and civil agency contractors on @ regular
systematic and consistent basis. In our opmion, without a legislated
underpinning for a pre for future studhes, protie stnches will likely be
performed as they have beenin the past. i e, infrequently onan ad hoe
bisis, relying on voluntary contractor partivipation. and changing ana-
Ivtical methodologios from stady to study

DoD aceurately pomts ont that since 1964 it has had a svstem to obtain
information on profits. pob’s system contains information on prenegotia-
tion profit strategies and summarizes information on negotiated resules,
i other words, “going-in™ profits on an individual contriter basis,
Except for data oblained to perform its ad hoe profit studies, pan has no
information to measnre profic levels actually carned by contractors or
classes of contractors is a result of performing government contracts.

The goal ol the e is to obtam better information to develop and revise
profit policy Sucl informaton could help government officials reach
decisions to either ing rease or decrease profit ohjoctives.

I : ) o a ar A, . N . . M ’ .
Pr()gram GOSt‘ VGI'SUS Respondents sauld we had not demonstrated that a rrr would produce

benefits in terms of dollars and cents that ontweigh the costs of myple-

Benefits menting and operating such a program.

Quotes From Comments

s the costef the program pistibied m comparisan Lo the s osUof o asional ad
hoe studies™

the proposal shonld mn bide o credible cost-benefir assessment ™
The benefits to be derived from a PRP are not quantitiable. pr will pro-

vide better information than has previously been available to help gos -
crnment managers develop and revise profi policies
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Summary of Comments: Contractors,
Industry Associations. Federal Agencies,
and Others

Executive Branch
Responsibilities

Quotes From Comments

Cost estimates to provide PRP data, as submitted by respondents. ranged
from $25,000 per segment to $700.000 per segment per yvear, not includ-
ing cpa fees. The large difference between the costs estimates supports
the view that costs cannot be reliably estimated until detailed PrP proce-
dures are promulgated and companies can better evaluate the effect of
PRI on their accounting and financial reporting systems.

The ¢osts to the government and to the contractors for individual Pre
studics may, in the long term, be less than the costs incurred to perform
DEAfR. The segment level data we are recommending contractors provide
is less than required tor DRATR. These data are not unigue or unusual.
and should readily flow from the contractors accounting system. After
initial start-up costs to develop a systematic method to allocate costs
and assets to cost tyvpe and hixed-price type government contracts, costs
should decline

While costs are abviously a consideration it would be surprising if the
cost difference between the ad hoc approach tor individual studies and
individnal prp studies is significant. But more important a pre will elimi-
nate the current uncertaingy concernmg profitability levels of govern-
ment husiness by providing acearate and reliable data so that
government contracting agencies would rontinely know the effect of
their profit policies.

We believe that the Administrator with a limited staft and contract
atithority should be able ro administer the program with minimal
resonrces, similar to those emploved by the Logisties Management Insti-
tute. The Logistics Management Institute performed studies for pop with
three full-time protfessional staff members, supplemented swith some
cCoNntractor support

tespondents viewed the Office of Profit Studies and Analysis as a new
federal bureaucracy with unnecessarily broad powers created to
tevelop a centralized government profit policy

“The GAO proposal wonld sttt key decisions on profic from departmental experts
with day to day proonrement responsibility and experience to g new bureaucracy
Wil o acvountaliey for progran and conteact sine ess.”

]
-t
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Covered Companies

“Credtion of profic pabicy and the measurement of 105 siecess mase b et to the
discretion of the procarement agencies whose missions and procurement market
will necessarily vary from cach other;,

CIfa untform means of <tady g profits s necessary, a centralized agenoy Lo per-
torm those siudies 15 certainly not Erither the Pre<ident or Congress could direct the
agencies to establishog mechanism For study g profits, settimg forth the eriteria and
methodolagies tor the stuches in whatever nianner may be appropriare, Thas, all

me et hiodol-
odyoand with compearible data bases, withonr creating an espensive new boorean-
racy todo the sgme jobe &

Agencies could be regaired ro aceamplish their stadics throngh the <

[n the exposure draft we recommended that an Oftice of Profit Studies
and Analysis be established to administer pre. Contrary to the percep-
tion ot respondents, we are not advocating a new federal ageney either
to oversee the program or to tormulate or revise profit policy: To clarify
the nature of the program. we have revised the deaft legislation to pro-
vide the President designate an Administrator, rather than a separate
office to implement the e Because the Otfice of Federal Procurement
Policy has overall responsibility for formulating government procure-
ment policy. we helieve the Otfice of Federal Procurement Poliey
Administrator would be an appropriate s idual to implement Pepe.

H the PR was assiened to the Office of Federal Procurement Poliey. the
responsibility for making or revising profit policy will continue to rest
with the executive adencies and not be delegated to the Office of Federal
Procurement Pohey Administrator. T'o perform the studies required to
address the long-term efteer of profit policy. the Administrator shonld
have the Flexibility necessary to revise the anals ses to be performed as
comditions ¢hange

Respondents suggested changing the eriteria for covered companies and
segments. They belicve that eriteria of $50 million in negotiated con-
tracts would result in coverage which would be too broad. Some inter-
preted the language of the proposed legislation to require reporting of
data for segments domg solely commercral bnsiness. They argned that
compinies shonld meet the eriteria for 2 or 3 consecntive vears to mini-
inize the problem ot including contractors whose gov ernment business
does not consistenthy meet the reporting criteria,
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Appendiy V

Summary of Comments: Contractors,
Industry Associations. Federal Agencies,
Al Others

Quotes From Comments

Analysis and
Methodology

fhe detininon of “covered company 15 (oo broad Compantes that sell primarily
m The commereial marketplace shoaid not be burdened wath rnes addivonal veports
i reguirement siniply becinese the dovernment also boy s the company’s conuner-

Ll pre whio s’

“Dremmarie cost redw tion mas be possible by g the coverage 1o the ngest
Covernnent contcaetors comprr<ing al leasr 60 percent of the dollare value of all
voncompeiitvely negorated contracts vattuer than to contractors whase tatal - on-

Tracen awitrds suonnt to 50 mlhen antmadls &

Sewo Dorespines that eonvered compines subanir data onall segments, whether or not
The segiienrs lind and povernment bosmess nnless oo specitie warver 1s obtamed

Ttos approachos very imgp actieal ™

We stggest Do at Thiee consceeitiy e vidrs experience tabove the threshold i would
beapprapciate b fore beeomig eligible— thereby minimizing in-and-out reporting

stluadions,

We agree with the coneerns raised and have changed the coverage crite-
ria trom £50 million of negotiated contracts in a yvear to 350 million for 2
consceetttive vears of negotiated contracts where certitied cost or pricing
dara s regnired. (Sec page 23 ) Segment reports would be reguired when
asedment does 1O percent of the company™s business based on negoti-
arcd contracts where certified cost or pricing data is required (See page
20

No segment doing solely commercial work would be requiired to repart.
For profit reporting purposes commetcial work classified as “other™ in
the reporting forms includes sovernment sales swhich are not. based on
costar pricing data, such as catalog or established market prce items

and sales under seaded bids, cSee app. HL

pob, and to a large extent, the contracting community and industry
associations endorse the methodology devised for DFEAIR to compute a ROA
tor government contractors. They guestion the validity of comparing the
relative profitabiliry ol 2overnment contractors, and suggest that com-
paring rhe protitabiltty of government business with commercial busi-
ness 15 not reahst
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Appendix v

Summary of Comment«: Contractors,
Industyy Aasodciations, Federal Agencies.
and Others

Quotes From Comments

“We recommend the adoption ot the DFALR anads nieal tools as the standard megas-
nres for use m furmre profr stndies.”

SMuch of the goods aud services provided to the government do ot compare with
goods and serviees provided by companies in the prnate sector Therefore, protat-
abihiry comparisans for miany large dollar items iy oot be anadys tead v sound

“The true profitability of o company cannot be measured ina single year. Yoo have
fo Know whether ecer o period of time the company has an adeguate RO onors
Wajor progarams. Detense programs may reguire yedars of imvestoeent with RO being

lemgd deFerred,”

“Incall Iikehihomd Federal agencies will resprond to the nse ol o rennen-on-assets miea-
sure of proafirabalicy by rostenetnning ther oo profie caloalatoons to place greater
cmphasis on remrn on assec s, measoring profitability and eftficiens v this tash-
i might result in less contra tor enphasis on cost eantral and more emphasis on
cxpanding the investment base whichomay ned beom the government s best
Interese,”

the dratt vecomimends use of avapiral to lalar rano for measmng prodis Ovigy,
We recognize the desivabality ot medsnrnng producetnais and rhe vadidity of DoDoani-
ttiy es o eneotrage investments which enbinw e productioty. However the Gao
Lo hitgue for measarmg prodoetvit, s msgiided besanse n fails to yecogniae the
Tncansisto e tes between compantes and ondustes ’

We disagree with the methodology used in pFAIR to compute protitability
of government business.- bEAIR added the value of the government's
progress pavments ro the companies asset base which Iowered their ROa
For a more detailed discussion on this 1ssue, see appendix IV,

Comparisons between defense and commercial industry are ditficule as
are comparisens betrween major defense contractors. Howes er. such
comparisons are necessary and should be made. To make the compari-
sons, sonte arbitrary decisions may be requured. The result will be that
the data from reporting companies may not he ennrely comparable
However, we beheve that mdividual ditferenees will not be significant to
the summarized datia.

Comparing the profitability of defense contractors with similar compa-
nies m the commercial <ector has long been accepted as one way ot

“oonvernnent ottt dssessient U rte Studv ol Defense Conteicror Peobitabnliry Ge Ay
NSEAD-RT-D0 Dec 2750 [rase
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Appendix V

Sutnmary of Comments: Contractors,
Industry Associations, Federal Agencies,
and O hers

assessing the relative profitability of defense business. During the
19605, the Logistics Munagement Institute under contract to don com-
pared defense business with commercially orlented companies and dura-
ble goods manufiacturers pob continued such comparisons in Profit '76
and DEAIR. The Logistivs Management Institute made the comparisons
because it believed profitability relationships with the commercial sec-
tor dare essential to dssess the level of profitability tor defense contrac-
tars. One of DoD's profit policy gnals is to attract companies to and retamn
then i the government marketplace. Comparisons are essential to
determune it the {wo markets are profit competitive. We believe such
comprarisons should be made in all future profitability studies.

We azree that profitability trends must be looked at over many years.
Our suggestion thar profitability studies be made every 3 yvears does not
mcan that only 3 vears worth of data should be used. As a data base is
developed, cach profitability study would include as many prior vears
data as considered necessary by the Pri Administrator to ensure the
validity of the study.

A goal of profit poliey i< to provide incentives tor investment. The pur-
pose ot investment anwmg other things, 1s to increase etficiency in con-
Tractor operations. AUbest this can be measured indirectly through the
nse of the K Lratio, This is not a perfect etficiency measure bul it is a
reasonable indicator of the etfect of investment on efficiency and can
provide valuable insights concerning the effect of changes in profit pol-
ey, but it needs to be carefully interpreted by the Administrator.

e g s Government contractors and indostry associations expressed concern
| . r A h . pressead &
Ver lf} 11_1g and o over the layers of audit and review of the data and over the govern-
Pl‘OtEPCtIHg Individual ment’s ability to prevent disclosure of individual company financial

Company Data data,

Quotes From Comments
“While the penaltios aee mtended 1o dissuade disclosure, the likelibood o disclosare

1= high, The damage tos conteactor from disolosare conld be exeessive and o means
ob recovery From danute shoald be specifically prosaded ror =
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Appendix V

Summary of Comments: Contracrors,
Industry Associations, Federal Agencies,
and Others

“We do nor understood -0 the Comptrotler General's unw illingdness to acocpr the
work and veraeiry of madependent certitied publo ccountants, The sork of inde-

pendent CPAS s tivhtly regnlared and controlied by the Secnnities and Exchanges

Comnusston The GACYS v fasal to rely onothe work ol e DA tiems s withont menr

engudement Wobrking papers are the properry of the bonsdepemdent acoonntanr)
and’ subiect to the crhiecal himitations relatmg to b contfidential velationship with
vhients. Therefore the camunirres is opposed To proposed scerion 8 of the Jdrart bill
vranfing the Admimsiratea gecess to tworhingy pape rsodocuameents, and recotds’ ol
rhe imdependent suconnrant prepated in conneoton soith rhe PR engagenient ™

While 'Rl provides for aecess to company data by the Administrator
and onr office, 1 s nor intended nor 15 it anticipated that the Adminis-
frator or ot offiee would perform an in-depth review of company data
cach rime it s submirted.

Under prp, the rehability of the data would be established by the com-
Pany’s (P firm The Administrator needs aceess to company data to
ensure that P rules and regolations are being interpreted and applied
on a consistent basis by all covered companies. We need acoess to com-
pany data, P working papets. and Administrator records for limired
testing to provide assurances to the Congress and the public that the
data and progran resnlts are reliable,

Prior ageney expericnee with sensitive dati convinees s that data can
be protected and omr proposad includes imitation on aceess and penal-
ties for disclosure We beheve that this, coupled with the requirements
for protection of proprietary data. is adegnate to protect the contrae -
tur’s business dat:

r / : The American Institure of cpas recommended refimements and precision
Level of Audit by v ] ETAS TRETIITENUCE FENEMUILES Ga precisio
v to our interpretations of their audit standards. We agree with their com-
Irldependeﬂt CPA ments and hiy e changed the repore aceordingly. isee page 28

Some respondents recommended that further study be done to refine
issues abonr profitabilicy studies and i lew recommended esrablishing
industry -government teams to examine the entive process of studyving
contractor protitability . Orhers raised specifie issues or questions that
they believe should be resolved betfore implementing a PEP. (See pagde
310

More Study Is Needed
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Appendix V

Summary of Comments: Contractors.,
Industry Associaliona, Federal Agencies,
and Others

We agree that there are issnes and specific procedures and questions
that are worthy of fnrther consideration. Our legislative proposal builds
on prior tob studies which have had the beneftit of signmificant input by
agencies and contractors, The basic approach is not new. The rrp
Administrator can. with the assistance of any parties decmed essential.
studs and resolve the “how to™ details during the regulatory process.
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Appendix VI

Summary of Profitability Study Measures
and Conclusions

DFAIR

ROA Calenlation: ' Economie Profit. Assets (assets mcelude government prog-
ress pavments but do not inclide casho

Conclusion:

Based on Cost Accounting Standards Board segment data analyzed for
T6 participating companies. between 1970 and 1979, detfense contractors
and rommercial contractors earned similar returns. Because of the early
198057 recession, whieh according to DRAIR aftected commercial business
more than defense business, defense contractors, on defense business,
carned higher renorns hetween 1950 and 1953 than commercial
manufacturers.

Return on Sales Caleulation: Economic Protit Sales

Conclusion:
Same as for R,

Navy

ROA Calculation Operating Profit, Identified Segment Assets cdoes not
include casho

Coneclusion.

Using annual finagneial statements and industry segments detined by
Financial Aceounting Standards Board Statement of Financial Standards
Statement Number 14 as the basis for study. for 22 contractors between
17T and U8, on average, ROoa fur government business (mostly
doefense) was hugher than returns earned on commercial bisiness,

Y omemie pratit is a0 alenbaten ey ised [y DEAE o compat e profitabal i on de tense conrtractny
with profiabahty ot commwercad manute turers The calenlaron oF econemue probn yelds o bosser
RON 1o Dot detense s commercial contran tors Phat conventioual BOA caleolanaoa Addimg prog-
Tees s mietl = Fo The dssel Dise todiesed comre actor defense protiratahits more thanat ceduded cong-
Ll rabes ol et
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Appendix VI
Suminary of Profitability Study Measures
and Conclusions

Return on Sales Calculation: Operating Profit-Segment Sales

Conclusion

Between 1977 and 1930 commercial sales showed higher return than
sovernment business: however. from 1931 to 1984, return on govern-
ment business was higher than for commercial business segments. Very
~mall and negahive returns are more common in commercial business

than government business.

-}
Air Force Systems

Command

ROA Caleutation: Caleulated for commercial manufacturers but not tor
defense contractors

Return on Sales Caleulation: Pront Sales

Conchasion:

Return on defense segment sales for 15 companies studied was Inwer
than total company return on sales for 1979 but was about the same for
1981, The Air Force concluded that in 1981 profitability of defense busi-
ness was about the same as tor commercial business.

Profit. 76

ROA Calculation: Profit. Assets tdoes not include cash or government prog-
ress payments)

Conclusion:

Buased on government profit center data analyvzed for B4 participating
companics. between 1970 and 1974, average roa for government profit
cenfers was higher than for commercial manufacturers.
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Appendix VI
Suinmary of Profitability Study Measures
and Conclusions

Return on Sales Caleudation: Profit. Sales

Conclusion:
Return on sales was higher for commercial mannfacturers than tfor gov-
ernment profit venters.

GAO (1971 Defense
Industry Profit Study)

Return on Total Capital Calceulation: Profit Assets

Investment , _
Conclusion

We studied 151 defense contractors., categorized as: large or small prime
contriactors, government-owned contractor vperated plants, and subcon-
tractors. Between 1466 and 1969, large and small prime contractors
earned lower returns but subcontractors earned higher returns on
defense work than on thelr commercial work.

Rerurn on Equity C.apital Calculation: Profit Equity

Investment
Conclusion
For defense work compared with commercial work, large contractors’
returns were aboit the same, small contractors’ returns were lower, and
subcontractors’ returns were higher.

Return on Sales Caleulation: Profit Sales

Conclusion:

Returns on defense work for large and small contractors were lower. but
they were abonr the same level for subcontractors compared with com-
mercial work. For government-owned contractor operated plants.
returns for other defense related business ( National Aeronauties and
Space Adminstration and Atomic Energy Commission) were higher than
for pob bisiness,
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-}
Logistics Management

Institute

For its March 19649 Defense Industry Profit Review, Logistics Manage-
ment Insoitute used o data sample consisting of: ¢ 1y data volnnteered by
10 magor defense contractors ceompanies with at least 325 million
annual detense sales and defense business aeconnting for at least 10 per-
cent of the company™s toral businessiand <2y asample ot 5,500 durable
soods manufactnrers filing reports wich the Federal Trade Commission
and the Securitios and Exchange Commission. Separate profitabihiey
ratios were computed For thie TO-vear period  1958-1067) for the compa-
nies” defense business, their commers iul business. and for the durable

conds manutaetuters otal bisiness,

Return on Total Capital
Investiment (Before Tax)

Calenlation: Profit Totad Capital Investment

Conclnsun:

Detense bnsimess carned lower vetirns for 6 of the 10 vears compared
with commerd ial busmess and for 7 vears compared with durable goods
mantfaceurers Defense rerurns soere higher in the carlicr vears of the

sample.

Return on Sales (Before
Tax)

Caleulation: Profit Sales

Conelusion:

Defense business carned lower returns tor 9 of the 1O years compared
with commervial business and for all Lo vears compared with durable
soods mannfactirers,

Return on Equity Capital
Investiment ( Before Tax)

{38680

Caleulation Profir Eguity Capital Investment

Convlnsinn

Defense business carned lower returns for G of the 10 years compared to
both commerciad busimess and durable goods manutacturers Defense
returns were lugher i the carlier vears of the sample
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Requests for copies of GAO reports should be sent to:

U.S. General Accounting Office
Post Office Box 6015
Gaithersburg, Maryland 20877

Telephone 202-275-6241

The first five copies of each report are free. Additional copies are
$2.00 each.

There is a 256% discount on orders for 100 or more copies mailed to a
single address.

Orders must be prepaid by cash or by check or money order made out to
the Superintendent of Documents.








